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EXECUTIVE SUMMARY




Executive Summary

Nationwide, public pension plans unfunded liabilities for pension and healthcare
benefits are estimated at $731 billion dollars, according to the Pew Charitable
Trusts Center on the States.! Both nationally and here in the Commonwealth of
Kentucky, the need to fairly and wisely manage post-retirement benefits is
integral to the ability to fund competing needs including education, public
services and infrastructure, . In recognition of the fiscal responsibility that is
owed to both taxpayers, and to the public employees that have earned their
benefits through years of service, Governor Steve Beshear exerted bipartisan
leadership in steering the successful passage of pension reform legislation that
was passed by the First Extraordinary Session of the 2008 General Assembly,
and created the Kentucky Public Pension Working Group to recommend
strategies on preparing the state to meet these future obligations while
maintaining benefits for existing retirees.

As of June 30, 2007, the estimated unfunded accrued liability for both the
Kentucky Retirement Systems (KRS) and the Kentucky Teachers’ Retirement
System (KTRS) is $26 billion for both pension and medical benefits. The KRS,
which is comprised of the Kentucky Employees Retirement System (KERS), the
County Employees Retirement System (CERS), and the State Police Retirement
System (SPRS), have total assets valued at $16.959 billion. KERS hazardous and
non-hazardous are 58.4% funded for pension benefits and 15.3% funded for
medical benefits; CERS hazardous and non hazardous are 80.1% funded for
pension benefits, and 29.6% funded for medical benefits; and SPRS is 63.7%
funded for pension benefits and 26.6% funded for medical benefits.> The
Kentucky Teachers’ Retirement System total assets are valued at $15.425 billion.
KTRS is 71.9% funded for retiree pension benefits and mamtams a pay-as-you-
go medical benefit that is 2.4% funded.?

The State Funding Subcommittee of the Kentucky Public Pension Working Group
issues this attached report with the expressed goal of “Providing
recommendations to the Governor for a long-term funding strategy for pension
and healthcare benefits, with the goal of ensuring adequate funding of the
actuarially required contributions to the state administered retirement systems by
2025." The subcommittee worked over four months with a diverse group of
legislators, stakeholders, experts and administrators to make recommendations
and hear from all interested parties on the issues of funding retirement benefits.
This report contains a record of all testimony and all options recommended by
subcommittee members.

! pew Center on the States. “Promises with a Price: Public Sector Retirement Benefits.” 2007.
2 KRS Comprehensive Annual Financial Report (CAFR) 2007.
3 KTRS Presentation to Subcommittee August 22, 2008.




In addition to the attached report, the work of the Funding Subcommittee cannot
be separated from the schedule of payments that was included in House Bill 1. If
that schedule is adhered to, actuarial analysis shows that ™...No fund is expected
to be depleted based on the provisions of HB 1.” Also included in HB 1, is a
pledge of intent from the General Assembly to adhere to the funding schedule
included in the bill. It is only through the fiscal restraint and leadership indicated
by that intent, and the continuation of those sentiments toward the options listed
in this report, that the state will make real progress toward funding its future and
inviolable obligations.

The Subcommittee proposes several policy options for consideration by the
Executive and Legislative branches. These options are fully explored in the
report, and include the following:

For the Kentucky Retirement Systems (KRS):

1. Projected amounts of additional funding needed to adhere to the
targeted funding requirements in House Bill 1 should be publicized as
early as they are available.

2. KRS should conduct a full experience study prior to the actuarial
valuation as of June 30, 2009 upon which the ARC will be based for
the FY 2010 - 2012 biennial budget.

3. The actuarial valuation, currently required to be conducted annually,
should be conducted every two years to coincide with the biennial
budget process.

For the Kentucky Teachers’ Retirement System (KTRS):

1. Measures should be taken to both address the accumulated costs of
health care that have been paid by the pension fund, and address the
ongoing increasing costs of providing health care benefits to retirees.
The Budget of the Commonwealth should provide adequate funding to
eventually eliminate the practice of diverting pension funds to pay for
health care expenses.

2. As a component of a comprehensive funding plan, the Commonwealth
should consider issuing bonds to pay off all, or a portion, of the
accumulated costs of the health care benefits over the last three
biennial budgets which can be a more cost efficient method to paying
for these obligations than the current budgeting practice. However,
bonds should only be issued if the market conditions are favorable
resulting in:




a. The borrowing costs being less than the current budgeted

interest costs assumed at the actuarial rate of return of 7.5%;
and

b. The investment return on the proceeds of the bonds can

reasonably be expected to exceed the cost of the borrowing
over the life of the borrowing.

(Note: At the time of the issuance of this report, market conditions

are not conducive to the successful issuance of pension obligation
bonds.)

3. If bonding is utilized to pay a portion of the unfunded liability, an
independent investment advisory committee should be established to

assist KTRS with the investment allocation and cash management
issues.

For both the KRS and the KTRS:

1. The Commonwealth should employ an actuary to review the
assumptions used by the KRS and KTRS actuaries in the biennial
valuation process and advise as to their reasonableness.

2. Both KRS and KTRS should implement an independent actuarial audit

every four years to review the actuarial assumptions and performance
of the firms employed by the systems.

3. Measures should be taken to address the ongoing increasing costs of
providing health care benefits to retirees. ~
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Mission of the Subcommittee

As stated in the Executive Order:

“Providing recommendations to the Governor for a long-term funding
strategy for pension and health care benefits, with the goal of ensuring
adequate funding of the actuarially required contributions to the state
administered retirement systems by 2020 and phasing into the actuarially
required contribution rates for the Kentucky Employees Retirement
System and the State Police Retirement System as follow:

I

iii.

For the employer contribution rate for the Kentucky
Employees Retirement System pertaining to nonhazardous
employees, to work towards the goal of contributing eighty-
five percent (85%) of the actuarially required contribution
for fiscal year beginning July 1, 2020.

For the employer contribution rate for the Kentucky
Employees Retirement System pertaining to hazardous
employees, to work towards the goal of contributing ninety-
five percent (95%) of the actuarially required contribution
for fiscal year beginning July 1, 2016.

For the employer contribution rate for the State Police
Retirement System, to work towards the goal of contributing
ninety-five percent (95%) of the actuarially required
contribution for fiscal year beginning July 1, 2017.”

House Bill 1 enacted in the First Extraordinary Session of the 2008 General
Assembly included the following provisions to address the funding plan for
the employer contribution rates for the state funded systems of the
Kentucky Retirement Systems:

“C5) (a) It is the intent of the General Assembly to begin phasing into the full

actuarially required contribution rates for the Kentucky Employees

Retirement System and the State Police Retirement System,

(b) For the employer contribution rate for the Kentucky Employees Retirement

System pertaining to nonhazardous emplovees, it is the intent of the General

Assembly to work towards the goal of contributing the actuarially required

emplover contribution as follows:

L

Forty-four percent (44%) of the aciuariallv required contribution for




the fiscal year beginning July 1, 2010;

2. Forty-eight percent (48%) of the actuarially required contribution for
the fiscal year beginning July 1, 2011;

3. Fifty-three percent (53%) of the actuarially required contribution for
the fiscal year beginning July 1, 2012;

4. Fifty-seven percent (57%) of the actuarially required contribution for
the fiscal year beginning July 1, 2013;

3. Sixty-one percent (61%) of the actuarially required contribution for
the fiscal year beginning July 1, 2014;

6. Sixty-five percent (65%) of the actuarially required contribution for
the fiscal year beginning July 1, 2015;

7. Sixty-nine percent (69%) of the actuarially required contribution for
the fiscal year beginning July 1, 2016;

8. Seventy-three percent (73%) of the actuarially required contribution
for the fiscal year beginning July 1, 2017;

9.  Seventy-seven percent (77%) of the dctuariallv required contribution
for the fiscal year beginning July 1, 201 8;

10. Eighty-one percent (81%) of -the actuarially required contribution for
the fiscal year beginning July 1, 2019;

11. Eighty-five percent (85%) of the actuarially required contribution for
the fiscal year beginning July 1, 2020;

12. Eighty-nine percent (89%) of the actuarially required contribution for
the fiscal year beginning July 1, 2021;

13. Ninety-three percent (93%) of the actuarially required contribution for
the fiscal year beginning July 1, 2022;

14. Ninety-seven percent (97%) of the actuarially required contribution

for the fiscal vear beginning July 1, 2023; and




15.  Omne-hundred percent (100%) of the actuarially required contribution

for the fiscal vear beginning July 1, 2024,

For the emplover contribution rate for the Kentucky Emplovees Retirement

(c)

Svstem pertaining to hazardous employvees, it is the intent of the General

Assembly to work towards the goal of contributing the full actuarially

required employer contribution as follows:

1. Seventy-six percent (76%) of the actuarially required contribution for
the fiscal year beginning July 1, 2010;

2. Seventy-nine percent (79%) of the actuarially required contribution
for the fiscal year beginning July I, 2011;

3.  Eighty-three percent (83%) of the actuarially required contribdtion for
the fiscal year beginning July 1, 2012;

4.  Eighty-six percent (86%) of the actuarially required contribution for
the fiscal year beginning July 1, 2013;

3. FEighty-nine percent (89%) of the actuarially required contribution for
the fiscal year beginning July 1, 2014;

6. Ninety-two percent (92%) of the actuarially required contribution for
the fiscal year beginning July 1, 2015;

7. ___Ninety-five percent (95%) of the actuarially required contribution for
the fiscal véar beginning July 1, 2016;

8. Ninety-eight percent (98%) of the actuarially required contribution for
the fiscal year beginning July 1, 2017; and

9. One-hundred percent (100%) of the actuarially required contribution
the for fiscal year beginning July 1, 2018.

(c) For the emplover contribution rate for the State Police Retirement System,

it is the intent of the General Assembly to work towards the goal of

contributing the full actuarially required emplover contribution as follows:




1. Sixty percent (60%) of the actuarially required contribution for the

fiscal vear beginning July 1, 2010;

2. Sixty-five percent (65%) of the actuarially required contribution for

the fiscal vear beginning July 1, 2011;

3.  Seventy percent (70%) of the actuarially required contribution for the

fiscal vear beginning July 1, 2012;

4.  Seventy-five percent (75%) of the actuarially required contribution for

the fiscal year beginning July 1, 2013;

5. Eiohty percent (80%) of the actuarially required contribution for the

fiscal vear beginning July 1, 2014;

6.  Eighty-five percent (85%) of the actuarially required contribution for

the fiscal vear beginning July 1, 2015;

7.  Ninety percent (90%) of the actuarially required contribution for the

fiscal year beginning July 1, 2016;

8.  Ninetv-five percent (95%) of the actuarially required contribution for

the fiscal vear beginning July 1, 2017;

9.  Ninety-eight percent (98%) of the actuarially required contribution for

the fiscal year beginning July 1, 2018; and

| 10. One-hundred percent (100%) of the actuarially required contribution

for the fiscal vear beginning July 1, 2019.”

As a result of the enactment of these provisions, the Subcommittee on
State Funding at its August 7, 2008 meeting amended its mission
statement to the following:

“Providing recommendations to the Governor for a long-term funding
strategy for pension and healthcare benefits, with the goal of ensuring
adequate funding of the actuarially required contributions to the state
administered retirement systems by 2025.”
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Members of the Subcommittee

o Mary Lassiter, State Budget Director, Chair

o David Adkisson, President and CEO, Kentucky Chamber of Commerce
o Mary Ann Blankenship, Kentucky Education Association

o Mike Burnside, Executive Director, Kentucky Retirement Systems

o Bob Gray, Taylor-Gray Associates, representing Kentucky Chamber of
Commerce

o Gary Harbin, Executive Secretary, Kentucky Teachers’ Retirement System
o Billy Hunt, Retired member KTRS

o Lee Jackson, Kentucky Association of State Employees

o Brent McKim, Jefferson County Teachers’ Association

o Representative Harry Moberly, Chairman, Interim Joint Committee on
Appropriations and Revenue

o Keith Powell, Keith Powell & Associates, Ltd, Actuary

o Bob Sexton, Executive Director, Prichard Committee for Academic
Excellence

o Darrell Treece, Superintendent, Adair County Schools and Board Member
of the Kentucky Association of School Superintendents

o Ruth Webb, Legislative Research Commission
o Patrick Welsh, Actuary (Resigned from the Workgroup)
o Mark Whelan, Kentucky Teachers’ Retirement System

Schedule of Meetings

o June 3, 2008

o August 7, 2008

o August 22, 2008

o September 12, 2008
o October 20, 2008
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Summary of Testimony Provided to the Subcommittee
June 3, 2008 Meeting

An informal organizational discussion was held by the State Funding
Subcommittee following the adjournment of the full Public Pension Working
Group. Mary Lassiter, Chairperson, expressed that the Subcommittee’s tasks
include doing research and providing recommendations to the full Working Group
on the following issues:

o Providing recommendations to the Governor for a long-term funding
strategy for pension and health care benefits, with the goal of ensuring
‘adequate funding of the actuarially required contributions to the state-
administered retirement systems by 2020, and phasing into adequate
actuarially required contribution rates for the Kentucky Employees
Retirement System and the State Police Retirement System as follows:

o For the employer contribution rate for the Kentucky Employees
Retirement System pertaining to nonhazardous employees, to work
toward the goal of contributing eighty-five percent (85%) of the
actuarially required contribution for fiscal year beginning July 1, 2020;

o For the employer contribution rate for the Kentucky Employees
Retirement System pertaining to hazardous employees, to work toward
the goal of contributing ninety-five percent (95%) of the actuarially
required contribution for fiscal year beginning July 1, 2016; and

o For the employer contribution rate for the State Police Retirement
System, to work toward the goal of contributing ninety-five percent
(95%) of the actuarially required contribution for fiscal year beginning
July 1, 2017.

o There was brief discussion about whether it is prudent to include a
schedule for increased employer contributions in permanent law.

o The Kentucky Teachers’ Retirement System (KTRS) has expressed a desire
to change the statutory employer contribution rate from a fixed
percentage to an amount determined by its actuary and recommended by
the Board of Trustees, similar to the statutory requirements for the
Kentucky Employee Retirement System (KERS).

o Review and discussion about an approach to fund the health insurance
fund of the KTRS, to reduce and eventually eliminate the practice of
diverting funds from the pension fund to pay for health care benefits for
KTRS retirees.
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Ms. Lassiter expressed that the Subcommittee would not meet again until after
the potential special session on pension issues had occurred or adjourned this
summer.

August 7, 2008 Meeting

The focus of the August 7, 2008 meeting was to review the provisions of HB 1 of
the First Extraordinary Session of the 2008 General Assembly that relate to the
funding plan for the Kentucky Employee Retirement Systems. Mr. Bill Thielen,
Chief Operations Officer for the Kentucky Retirement Systems and Mr. Tom
Cavanaugh, Cavanaugh Macdonald Consulting, LLC provided testimony to the
Subcommittee. The primary issues addressed included the following:

Presented by Mr. Bill Thielen,
Chief Operations Officer for the Kentucky Retirement Systems

o The funding targets in HB 1 are expressed as a percentage of the
actuarially required contribution rate (ARC). Figure 1 reflects the targeted
funding levels for the ARC in the enacted budget for Fiscal Year 2009.

o Figure 2 provides the targeted funding levels scheduled to be increased in
the enacted budget for Fiscal Year 2010.

12




"I&ERSNo’lﬂiazardous‘ 2949% - 1l61% . 39

KERS Hazardous 32.49% 24.69% 76%

SPRS

o KRS estimates that the actuarially required contributions for KERS
nonhazardous and hazardous and SPRS for FY 2009 are $595.4 million,
but that $230.8 million will be provided. Similarly, the estimates for FY
2010 are $620.1 million for the required amount vs. $267.0 million
budgeted. (It is noted that all employer contributions for these systems
are not reflected in the Budget of the Commonwealth. There are
employers who participate in the KRS that are not represented in the
Executive, Legislative, or Judicial Branch budgets.)

Presentation joined by Thomas Cavanaugh, consulting actuary for the
Kentucky Retirement Systems, Founder and CEO of Cavanaugh Macdonald
Consulting, LLC.

o To help the Subcommittee understand the implications of the funding
targets included in HB 1, Mr. Cavanaugh provided a primer on the
fundamentals of retirement liability funding and how the actuarially
required contribution rate is calculated.

o Mr. Cavanaugh also gave a brief overview of the job which actuaries
perform in order to derive funding targets. In summary:
o Actuaries utilize certain assumptions in order to project future costs
o “True” or future costs are estimated based on expenses and the
value of benefits paid overtime
o Once the “true” cost is determined, actuaries then create a funding
schedule to pay for those costs overtime.

o The basic retirement system funding equation:

Contributions + Investment income = Benefits paid +
Expenses

13




o The funding equation is also impacted by degree. For example, the
larger total amount of money allocated to investment income, the
lower the contribution rate. The Commonwealth faces a problem
where underfunding means there are fewer dollars available for
investment income, which in turn causes the contribution rates to
increase.

o With an advance funded system, such that assets are being built up
for individual retirees, for every dollar which is paid out to retirees
roughly $0.70-0.80 comes from investment earnings, and $0.20-
$0.30 comes from employee and employer contributions.

o Mr. Thielen clarified that for KRS retirees roughly 16% percent of
their retirement is derived from employee contributions, 20% from
employer contributions, and 64% comes from investment earnings.
This illustrates the importance of having the contributions up front
for investment.

o There are two fundamentally different methods of financing retirement
benefits:
o “Owe as you go.” The current generation pays the benefits of the
prior generation.
o “Save as you go.” The current generation saves money for its own
retirement; as the prior generation did the same. Most public
pension systems, including the KRS, employ this method.

o The calculation of the actuarially required contribution rate begins with
the actuarial valuation to determine the amount of the unfunded actuarial
accrued liability. Figure 3 depicts the actuarial valuation process as
described by Mr. Cavanaugh.

Figure 3
Actuarial Valuation Process

Present Value
at Expected Retirement Date
ofFuture Benefits

Piscounted for:
’ 1. assumed rafe(s) of investmmenf earnings
2. assumed rates of non-death terminations
3. assumned death raifes before retiromoent

Present Value at Valuation Date
: of Future Benefits

cated Using Punding Metho

Present Value of
“uture Normal Cost
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Numerous assumptions must be made to complete the actuarial valuation
process.
o Decremental Assumptions include withdrawals, death while active,
disability, retirement and death after retirement.
o Economic Assumptions include the rate of inflation, real return on
assets, salary increases and cost of living adjustments on benefits.

The valuation results are expressed in two categories:
o Normal cost represents the value of this year’s expected benefit
accruals.
o Unfunded liability represents the value of accrued liability from
past periods which are not covered by current assets of the system.

Causes of unfunded actuarial accrued liabilities include:
o Granting initial benefits or granting benefit increases for service
already rendered.
o Actual experience which is less favorable than assumed. Examples
include:
» Higher salary increases
= Earlier retirement dates
= | ower death rates
» Lower rates of investment earnings
» Lower rates of non-death terminations
» Contributions less than required.

The ARC rate represents the percentage of projected payroll that is
necessary to amortize the actuarially accrued unfunded liability over a set
amount of time, usually thirty (30) years for public pension systems.

The funding ratio and the actuarially required contribution rate are not the
same thing. Paying one hundred percent (100%) of the ARC does not
necessarily mean one hundred percent funding. The funding ratio is a
measure of funding progress while the ARC is the current year funding
requirement. '

The funding plan in HB 1 will result in an increasing level of employer
contributions. However, the unfunded actuarial liability and therefore the
ARC will continue to grow until the Commonwealth is fully contributing the
ARC rate because the “unfunded” portion of the rate will add to the
unfunded liability of the retirement system.

The Commonwealth in HB 1 has committed to an increasing percentage of
an increasing but unknown amount of funding over the next fifteen years.

15




The actuarial analysis of HB 1 prepared by Cavanaugh Macdonald at the
time of its passage reflected that if the contribution rates in the bill are
adhered to, all of the funds are expected to have sufficient monies to pay
benefits until the point in time when each reaches a contribution level of
100% of the ARC. Thus, no fund is expected to be depleted based on the
provisions of HB 1. (See Appendix A for a copy of this analysis.)

Based upon the analysis of the bill, staff of the Legislative Research
Commission prepared a fiscal note on HB 1° that estimated the increased
amount of employer contributions required each fiscal year over the next
eight years is approximately $52.8 million, of which it is estimated that
approximately one-half would be attributable to the General Fund. (See
Appendix B for a copy of this Fiscal Note.)

Mr. Cavanaugh also discussed the six different methods of actuarial
funding, and that these are strictly a function of budgeting practices.
However, Mr. Thielen clarified that for KRS a change in the currently used
method of using “entry age normal” would require statutory change.

The question was raised as to what types of events would cause the
actuarial method to be re-evaluated Mr. Cavanaugh replied that the total
value of future benefits is the same regardless of which method is
employed. The importance is to find a method that provides a steady
contribution rate for employers as a percentage of payroll.

Concern was expressed by members of the Subcommittee that there is a
perception that the provisions of HB 1 addressed the funding challenges
of the retirement systems when significant funding increases will be
needed in future years to adequately fund the systems. Members of the
Subcommittee requested additional analysis be conducted to estimate the
projected unfunded actuarial liability of the Kentucky Retirement Systems
assuming the employer contribution rates included in HB 1 are met as
reflected in the legislation. Cavanaugh Macdonald® prepared the
estimates which, consistent with their testimony, reflect that the unfunded
actuarial liability will continue to grow over the next ten years. (See
Appendix C for a copy of this analysis.)

# Letter dated June 20, 2008 from Cavanaugh Macdonald Consulting, LLC to William A. Thielen,
KRS. Subject: Actuarial Analysis of HB 1.

> Commonwealth of Kentucky State Fiscal Note Statement, General Assembly, Legislative
Research Commission, 2008 Special Session, 2008 BR No. 0002; House Bill 1, An Act relating to
retirement and declaring an emergency.

® Letter dated August 28, 2008 from Cavanaugh Macdonald Consulting, LLC to William A. Thielen,
KRS. Subject: Ten Year UAL Projection.
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August 22, 2008 Meeting

The focus of the August 22, 2008 meeting was funding issues facing the
Kentucky Teachers’ Retirement System (KTRS). Mr. Gary Harbin, Executive
Secretary of the KTRS provided the Subcommittee with background on the KTRS
as well as profiled the funding challenges facing the system. Major points to the
Subcommittee included the following:

o The KTRS was established in 1938 and funded in 1940 by the General
Assembly to address concerns that teachers could not afford to retire,
school districts were faced with continued employment of teachers unable
to perform effectively, teachers did not participate in Social Security, and
the Commonwealth was finding it difficult to attract and retain teachers.

o The defined benefit group retirement plan includes members from one
hundred seventy-five school districts, seventeen Department of Education
Agencies, five comprehensive universities and the Kentucky Community
and Technical College System.

o As of December 2007, the system included 74,678 Active members,
16,579 Inactive members and 40,347 Retired members, for a total
of 131,604 members.

o KTRS is different from other public pension systems in that:
o Most members are not subject to Social Security.
o There is a statutory contribution rate.
o Retiree health benefits are provided.
o Cost of living adjustments are funded.
o KTRS is different from KRS in three principal ways:
o Most members are not subject to Social Security;

o There is a statutory contribution rate rather than a rate that is set
by the board; and

o The health insurance benefits provided by KTRS are not subject to
the inviolable contract. )

o The primary funding challenge for KTRS is the Medical Benefit Fund, not
the Retirement Fund.

o As shown in Figure 4, as of June 30, 2007, the Retirement Benefit
Fund was 71.9% prefunded, but the Medical Benefit Fund was only
funded at 2.4%.7

7 KTRS Presentation to Subcommittee August 22, 2008.
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Figure 4

KTRS Actuarial Status at June 30, 2007
(thousands)
Percent
Assets Liabilities Unfunded Funded
Retirement Benefit $ 152850 $ 212550 § 5,870.0 71.9%
Medical Benefit $ 1408 §$ 59288 $ 5,788.0 2.4%
Total $ 15,4268 $ 27,1838 $ 11,758.0

o Funding for retiree medical insurance is on a pay-as-you-go basis.

o 1.5% of payroll is contributed to fund the medical benefit: .75%
member contribution plus .75% employer contribution.

o Medical costs and the number of covered retirees have increased
beyond the capacity for current contributions to cover them.

o State funding for pension contributions has been redirected to pay
for medical insurance costs over the last three biennia.

= KTRS covers the cost of medical insurance from its pension
fund.

» The enacted budgets for FY 04 — 06, FY 06 -08, and FY 08 -
10 have amortized the cost of medical insurance over a
rolling ten year period, effectively repaying the pension fund
over time for its outlays for medical insurance for its
members. The interest rate used to amortize the payments
has been 7.5%, the actuarially assumed discount rate for
the KTRS pension fund. The amounts assumed in the
enacted budget are reflected in Figure 5°:

8 Office of the State Budget Director
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Figure 5

KTRS Health Costs Redirected from Pension Fund

FY 2005 ; FY 2006 | FY 2007 FY 2008 | FY 2009 | FY 2010
Estimated | Estimated
Amount "Redirected"” from Pension Fund $29.2 362.3 $73.0 i*1 $125.0 $125.0 $125.0
Cumulative Amount $91.5 | $164.5 $289.5 $414.5 $539.5
(Amortized over 10 Years at 7.5%)
Cost of "Funds Redirected” from Pension Fund;
Loan for FY 2005 $4.2 $4.2 $4.2 $4.2 $4.2
Loan for FY 2006 $3.1 $9.1 $9.1 $9.1
-Loan for FY 2007 $10.6 $10.6 $10.6
Loan for FY 2008 $18.2 $18.2
Loan for FY 2009 $18.2
Total Cost of “Redirected Funds" $0.0 $4.2 $13.3 $23.9 $42.1 $60.3

-~ $12 million from the FY 2006 General Fund Surplus reduced the borrowed amount.

o The method of funding the medical benefit is having a

detrimental impact on the funding status of the pension fund.
The most recent KTRS actuarial report recommends an increase
in the pension fund employer contribution rate from 1.32% to
1.88% for FY 09 and to 2.46% for FY 10. These increases were
not provided in the enacted budget for FY 08 — 10.

o KTRS has made majbr efforts to contain retirement and

healthcare costs:

o 1992: Implemented self-insurance for retirees.

o 1996: Joined state health insurance group for pre-65

retirees.

o 1998: Required full actuarial cost for air-time purchases

and instituted “High 3" at age 55 with 27 years of

service.

o 2001: Eliminated double dipping of medical benefits.

o 2002Z:

= Medical insurance benefit reduced for new hires.

» Return to work salaries limited after required
breaks in service.

» Limit on number of retirees that can return full-

time.
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= Benefit multipliers lower for new hires.
= Field of membership expanded.
= Disability retirement reformed.

= Service credit purchases moved to full actuarial
cost.

» Legislation passed requiring stabilization
contribution to Medical Insurance Fund.

o 2006: Implemented Medicare Part D, saving over $10
million per year.

o 2007: Implemented Medicare Advantage Private Fee for
Service, saving over $11 million per year.

o Trends in KTRS
o Fewer teachers are retiring

o People are getting into teaching later in life — average
beginning age of teacher has increased from 27 to 31.

o Most cost increases in the medical insurance fund are
attributable to the pre-65 retirees.

o KTRS has a significant economic impact on its members,
Kentucky school districts, and the state and local economies.

o KTRS is mindful of the impact that investment returns have on
the assets and funding status of the system and has been
reviewing its asset allocation methods.

o Mr. Harbin also stated that it may be time to re-evaluate the
assumed rate of return on investment.

Members of the Subcommittee expressed concern about the sustainability of the
current funding scheme for the medical insurance costs of the KTRS.

Representative Moberly posed the question of what would be done in the next
biennium when medical costs can no longer be covered by funds redirected from
the pension fund.

Mr. Harbin said that the issue had been discussed internally, and it was a very
difficult subject. He reminded the subcommittee that retiree healthcare is not
part of the inviolable contract for KTRS.

Mr. Harbin said that retiree medical benefits for those members under age 65
would be the hardest hit. As a result, employers would see members waiting
until age 65 to retire in order to capture Medicare benefits.
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Mr. Harbin stated that the best situation would be to develop a plan to pre-fund
the health benefits. He listed several states including Alabama that had
employed innovative solutions to the issue of retiree healthcare.

Significant discussion took place regarding the interest cost accruing on the
diverted funding, setting the stage for an in-depth discussion about the feasibility
of the Commonwealth issuing bonds at a cheaper rate to pay the accrued liability
for medical insurance costs.
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September 12, 2008 Meeting

The focus of the September 12, 2008 meeting was a discussion about debt
instruments used by governments to address unfunded pension and other post
employment benefits (OPEB) liabilities. In the normal course of hiring
underwriting firms to aid the Commonwealth in its debt management program,
the Office of Financial Management in the Finance and Administration Cabinet
issued a request for proposals from firms that could assist the Commonwealth
with the evaluation of the feasibility of issuing debt pay unfunded liabilities of the
state administered retirement systems. JP Morgan Chase was engaged to assist
the Commonwealth in that analysis.

Mr. Tom Howard, Executive Director of the Office of Financial Management
provided the Subcommittee with some background on debt management issues
related to pension liabilities.

Mr. Robert Doherty, Managing Director; Mr. Josh Benninghoff, Vice President;
and Ms. Stephanie Tomblin, Executive Director represented JP Morgan Chase at
the meeting to aid the Subcommittee in understanding the issues that should be
considered when contemplating the issuance of debt for retirement and OPEB
liabilities.

Major points discussed by the presenters included the following:

o Pension obligation bonds (POBs) are debt instruments issued by a
governmental entity to fund all or a portion of the unfunded actuarial
liabilities for pension and/or OPEBs.

o The issuance of POBs converts a soft balance sheet liability to a hard
balance sheet liability, which can reduce flexibility of the governmental
entity issuing the bonds.

o Pension Obligation Bonds do not eliminate the Commonwealth’s employer
contribution; ultimately the Commonwealth is still liable for all full funding
of the system, whether through normal cost, unfunded liability, or other
post employment benefit cost. The Commonwealth is obliged as the plan
sponsor and plan fund guarantor to make the employer contributions.

o The ultimate goal of issuing POBs is to lower the funding cost of the
retirement system.

o Bonds are issued on a taxable basis.

o The proceeds are deposited into the pension fund and invested by
the retirement system.

o The infusion of cash into the pension fund reduced the unfunded
actuarial liability, which reduces the ARC.
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o The issuer pays both the debt service on the bonds and a reduced
employer contribution rate.

o The borrowing funding strategy is successful if the total cost of the
combined payments is less than the ARC payments would have
been without the borrowing.

o The mechanics of the process are portrayed in Figure 6.

Fiiure 6
POB Mechanics

o Several states and local entities have issued POBs to finance pension and
OPEB liabilities. The reasons for the issuances by the entities have varied
significantly. Some have issued for budgetary relief, and some to reduce
the interest cost associated with the liabilities.

o Success with these issuances has also varied. Several issuers have
incurred higher borrowing costs than they are able to earn on the
investments made with the proceeds.

o Over 400 POB issues have been executed totaling $57.6 billion since 1986.

o At the time of the presentation, market conditions reflected broad investor
demand both domestically and in Europe for POBs.®

o The estimated taxable 20 year funding cost was 5.76%,
approximately 100 basis points, or 1% higher than the estimated
cost for General Fund supported tax-exempt bonds normally issued
by the State Property and Buildings Commission for capital
construction projects.

? Note: Market conditions changed considerably since this presentation was made in early
September. As of October 20, 2008, the estimated interest rate on these bonds would be 8.50%
pursuant to the testimony of Tom Howard, Executive Director, Office of Financial Management.
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o Annual level debt service per $100 million borrowed would be

approximately $13.3 million for 10 year bonds and $8.6 million for
20 year bonds.

If the actuarially assumed investment returns of 7.5% could be
achieved, the Commonwealth would realize 1.74%, or $1.74 million
in annual contribution savings ($34.8 million aggregate expected
savings over 20 years) per $100 million issued.

o The benefits of issuing POBs include:

o Provides cash to the retirement system to invest now to lower the

unfunded liabilities and meet future benefit payments.

Forces discipline to budget annual debt service payments to pay
the new obligation.

Expected annual funding cost reductions between 15% - 30% due
to the difference between actuarially assumed return on investment
vs. the interest paid on the bonds.

o Concerns and risks of issuing POBs include:

O

The primary risk is that the actual return on the purchased
investments is less than the cost of the debt over the life of the
bonds.

Reduced budget and financial flexibility in the event of an economic
downturn that could impact other service levels.

The bonds cannot be issued on a tax-exempt basis under the
Internal Revenue Code.

Issuance of the bonds would crowd out other capital projects
because of overall debt capacity concerns.

The risks associated with POBs are listed in Figure 7 and include:
» Market Risk
= Political Risk
» Financial Risk
*= Investment Risk
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Figure 7

I
Risks Associated with POBs
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o Rating agencies that review the Commonwealth’s finances and debt
instruments evaluate the issuance of POBs from several perspectives.

o The benchmark funding level for public pension funds is
approximately 80% given the continuously moving assumptions
associated with pension liabilities.

o There are no real benchmarks for OPEB liabilities at the present
time, due to limited reporting and volatility of these liabilities.

o A goal to steadily increase the percentage of the OPEB ARC
would be viewed favorably.

o Pension / OPEB bonds can be a reasonable part of the funding
solution, with recognition of:

Conversion of soft liability to a hard liability.

Will POB debt service crowd out other pressing budgetary
needs?

Will there be checks and balances to avoid a return to
inadequate funding levels? This concern is expressed as
many states have, when pension system funding levels
are improved, enhanced benefits for retirees, which has
resulted in larger funding problems in future periods.
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Has the state conducted a probability analysis that the
assumed levels of return on the investments can be
achieved vs. the fixed funding cost of the bonds?

The use of the proceeds is the key issue: will the
proceeds be used to pay current benefits, such as a
payment holiday?

POBs will be included in all of the rating services’
calculations of the Commonwealth’s net tax-supported
debt.

¢ Can the Commonwealth afford POBs and maintain
its existing rating?

The use of POBs alone should not result in a rating action
if the funding plan is sound and well communicated.

o Best practices for issuance of POBs include:

o From the Government Finance Officers Association (GFOA):

Attain legal authorization

Assure prudent funding of pension plans

Conduct an evaluation of risks

Provide adequate disclosure

Conduct in-depth financial analysis

Closely review the actuarial assumptions and projections

o Market-driven recommended practices include:

Consider using multiple actuaries to provide more due
diligence in the analysis of assumptions and methods
used to calculate the unfunded liabilities and ARC.

o A number of states have an actuary on retainer to
review proposed retirement legislation (Arkansas,
Nebraska, and Oklahoma).

o The use of multiple actuaries is standard practice
in the United Kingdom. Each plan has its own
actuary and an additional actuary is retained to
represent the public interest. This concept is
currently being explored by the actuarial
profession in the United States.

e This practice increases confidence both interna'lly
and externally.
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o The accrued state liability for the KTRS medical insurance costs was
specifically analyzed by JP Morgan Chase.

O

A refinancing of the “loans” from KTRS pension fund to pay
medical benefits shares some similarities to traditional POBs, as
both would be issued in the taxable bond market.

The “loans” could be refinanced with taxable bonds at lower
interest costs than currently being paid.*

The proceeds from the bond deal would be used to replenish
the KTRS pension fund.

By refinancing the approximately $540 million over a 10 year
period, the Commonwealth could realize an interest cost of
5.37% compared to the 7.50% rate it is currently charging
itself. !

The Commonwealth could also consider modifying the term of
this financing to meet other financial and policy goals.

o If the Commonwealth wants to pursue the issuance of POBs for any
portion of its pension and / or OPEB liabilities, the following measures
must be taken:

O

O

Enabling legislation must be enacted and appropriations made
for the debt service associated with the bonds.

Consider the use of this funding tool only when the borrowing
rate achieve the funding goals set forth:

» The investment return on the proceeds is expected to
exceed the borrowing cost on the bonds over the life of
the issue.

* The borrowing cost on the bonds is less than the
actuarially assumed rate on return on the pension fund.

Conduct a comprehensive actuarial review prior to attempting to
bring an issuance to market.

Incorporate POBs into a comprehensive funding plan.

Develop an asset allocation strategy for the proceeds of the
bond issue, both short-term and long-term.

Design a bond repayment structure that achieves the
Commonwealth’s funding goals.

Identify key bond / product tools for the financing.

10 Note: This statement mriay not hold true at the time of this report due to significant market
upheaval and uncertainty. Lack of access to capital has significantly increased borrowing costs.
11 same comment as footnote #10.
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o Consider regular, independent performance reviews of the
issuance over time to assess how well the funding plan is
meeting the financing objectives.

o Conclusions:

o POBs are a viable tool for funding a portion of the
Commonwealth’s pension and or OPEB liabilities.

o If used as a part of a comprehensive plan, and all other things
being equal, POBs should not reduce the state’s credit rating.

Representatives from the Kentucky Education Association pointed out that a
reliable source of funding needs to be identified to pay for the healthcare
benefits for retired teachers and that in consideration of that challenge, no
increases in benefits are being advocated for teachers at this time.
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POLICY OPTIONS SUGGESTED BY THE
SUBCOMMITTEE




Policy Options Suggested by the Subcommittee

o Kentucky Retirement Systems (KRS):

1. The additional funding required pursuant to the schedule of intended
increases in funding of the ARC will be large, and will increase in
amount until 100% of the ARC is reached. The projected amounts
of additional funding required should be made available early
in the budget development process. Projected unfunded
liability numbers should be publicized, and it should be noted
that "pay as you go” funding, rather than prefunding, is used
with some of the health benefits.

= Merits:

@

Raising awareness about the magnitude of required
funding to meet the statutory targets for the employer
contributions for the KERS and SPRS earlier in the budget
process will aid decision makers and in the resource
allocation process.

= (Concerns:

The annual actuarial valuation is completed as of the end
of the prior fiscal year. The results of the valuation are
not available until late October each year. Therefore it
would be difficult to provide the information much earlier
than it is already provided.

Making the dollar amount of projected increases in
necessary funding known earlier in the budgeting process
will not impact the final funding decisions. We should
not change the current budgeting process to
accommodate this particular issue when all areas of
government needing additional funding will submit their
requests at the same time.

2. KRS should conduct a full experience study prior to the
actuarial valuation as of June 30, 2009 upon which the ARC
will be based for the FY 2010 - 2012 biennial budget.

= Merits:
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This budgeting period will be the first period for
implementation of the statutory targets for increased
employer contribution rates. The valuation upon which
the ARC is calculated is consequential and should be
based on the most up-to-date information available.

The “window"” for enhanced benefits for those that retire
prior to January 1, 2009 will have concluded. It appears
that significantly fewer retirements have taken place than
previously estimated by some. It would be helpful to
understand how the actual experience impacts the
funding status of the system.

» Concerns:

The KRS conducts its experience study every five years.
This proposal would advance the current schedule by one
year. Itis questionable if there is adequate time to
complete the experience study prior to the next
valuation.

Over the long term, when the experience study is
conducted won't have an impact on the level of funding
needed. Extraordinary measures should not be taken to
advance this process by one year.

Note: If the next experience study is conducted next
spring, it won't include the full impact of the retirement
window experience as it will be as of June 30, 2008.
Consider beginning the 4 year cycle with the June 30,
2009 valuation.

3. The actuarial valuation, currently required to be conducted
annually, should be conducted every two years to coincide
with the biennial budget process.

= Merits:

Currently, KRS conducts an actuarial valuation annually
pursuant to KRS 61.565 (3). However, the
Commonwealth utilizes a biennial budgeting process. In
the summer of odd-numbered years, the KRS is
requested to provide projected employer contribution
rates (the ARC) for the budget development process for
both years of the upcoming biennium. The budget
development and enactment process takes place with the
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Governor recommending and the General Assembly
enacting employer contribution rates in the biennial
budget. Subsequently, the KRS conducts a valuation as
of June 30 of the year in which the budget is enacted
and adjusts the recommended rate for the second year
of the biennium. With the statutory targets in place
expressed as a percentage of the ARC, it is important to
make clear that the amount by which compliance is
judged is the ARC projected by the KRS prior to the
enactment of the budget, not the result of the
subsequent valuation. Moving to a valuation every two
years would address this issue.

¢ Administrative cost savings could be realized.
» Concerns:

» Conducting the valuation process every two years could
result in larger swings in the unfunded liability and the
ARC being recognized at one time.

e The trend in actuarial analysis is to have more frequent
valuations, not less. The cost of a biennial valuation
would be 25% to 30% higher than the cost of an annual
valuation. The cost of the experience study would also
increase. Biennial valuations would result in the loss of
some detailed annual data that is currently provided in
the CAFR.

o Kentucky Teachers’ Retirement System (KTRS):

1. Measures should be taken to both address the accumulated
costs of health care that have been paid by the pension fund,
and address the ongoing increasing costs of providing health
care benefits to retirees. The Budget of the Commonwealth
should provide adequate funding to eventually eliminate the
practice of diverting pension funds to pay for health care.

= Merits:

¢ Health care is the major cost driver of the UAL for both
systems.
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Redirected Health care funds are accruing interest.
Measures should be taken- to finance this liability in the
most cost-effective manner.

» Concerns:

The Healthcare Subcommittee of the Kentucky Public
Pension Work Group will make recommendations that
will result in decreasing the health care costs of both of
the Retirement Systems.

The elimination of the practice of diverting funds from
the pension fund should not result in diminishing of
retiree health care.

2. As a component of a comprehensive funding plan, the
Commonwealth should consider issuing bonds to pay off all, or
a portion, of the accumulated costs of the health care benefits
over the last three biennial budgets which can be a more cost
efficient method to paying for these obligations than the
current budgeting practice. However, bonds should only be
issued if the market conditions are favorable resulting in:

=  Merits:

[ ]

The borrowing costs being less than the current
budgeted interest costs assumed at the actuarial
rate of return of 7.5%,; and

The investment return on the proceeds of the
bonds can reasonably be expected to exceed the
cost of the borrowing over the life of the
borrowing.

Redirected funds from the KTRS insurance fund are
accruing interest; bonding would provide KTRS with the
cash to balance the existing debt.

The cost of repaying the redirected funds could be
reduced by the lower interest rate on the bonds.

= Concerns:

L ]

The obligation for the redirected funds would shift from
being a soft liability to a hard debt, reducing financial
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flexibility for the Commonwealth in times of economic
downturns.

e The issuance of bonds for pension liabilities would
count against the state’s debt capacity, resulting in a
crowding out effect on other important capital priorities
such as education and infrastructure.

¢ The investment risk is significant over the life of the
bond issue.

« |f one analyzes the cash flow relating to a POB, there is
a concern about the state paying money (bond interest)
to an outside agency that could be paid directly to the
plan. These payments could hamper the state's ability
to make its required contributions. There is also a
potentially adverse impact on the commitment to
contribute.

¢ The bond question avoids the need to treat and talk
about KTRS funding in a more straightforward manner,
much like KRS. The cost of retiree health has never
been paid by the pension trust. There is no true loan
and there is no receivable asset on the KTRS pension
trust books. There is no diversion of assets from
pension to health. What is happening in fact is that the
total contribution to KTRS is being split into a
pension piece and a health piece. To the extent that
this produces less than a full ARC payment to the
pension side, that is being recognized in each
subsequent year's actuarial valuation.

3. If bonding is utilized to pay a portion of the unfunded liability,
an independent investment advisory committee should be
established to assist KTRS with the investment allocation and
cash management issues.

»  Merits:

¢ Investment return on the proceeds from the bonds is a
key issue and concern, best practices would include
ensuring that a large influx of cash is properly managed
to maximize the chance of achieving superior returns.
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» Helps the system to manage dollar cost averaging;
market timing; allocations; and long term and short
term goals.

o The establishment of such an independent advisory
group should be a precondition for the Commonwealth
before any bonds should be issued.

» (Concerns:

» The independence of the advisory committee must be
assured to be free of conflicts of interest.

« The independence and authority of the KTRS Board of
Trustees in making final decisions about investments
must be maintained.

o Both KRS and KTRS

1. The Commonwealth should employ an actuary to review the
assumptions used by the KRS and KTRS actuaries in the
biennial valuation process and advise as to their
reasonableness.

= Merits:

e As HB 1 includes a targeted funding schedule linked to
the ARC, it is important that diligence and review is
exercised over the calculation of the ARC.

e Several states employ independent actuaries to review
the work of system actuaries to increase accountability
and access to knowledge about the financial status of the
systems for the legislature and the public.

« This practice is becoming commonplace in Europe and is
being studied by actuarial firms in the United States.

= Concerns:
¢ Administrative costs would increase.

e Given the long time frame over which actuarial
projections are made for public pension systems, it is
unlikely that any suggestions resulting from such
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oversight would have significant implications for the
funding status of the retirement systems.

¢ Many actuaries have been employed to review the
systems in the context of proposed legislation.

» KRS changes actuarial firms from time to time to assure
they are receiving objective actuarial projections. KTRS
utilizes actuarial audits.

2. Both KRS and KTRS should implement an independent
actuarial audit every four years to review the actuarial
assumptions and performance of the firms employed by the
systems,

= Merits:
o See merits of suggestion #1 above.

e A coordinated schedule would be established for both
systems

+ The confusion associated with the hiring of an additional
actuary by the Commonwealth as listed in #1 above is
reduced, but the same results are accomplished.

¢ Increased transparency and accountability for the
actuarial firm/s which are employed by the systems for
the benefit of the taxpayers of the state.

» Concerns:
¢ See concerns with suggestion #1. above.

¢ Regulations would have to be created to ensure the
independence of the regularly scheduled audits.

« Every 4 years may be too frequent. A numbers of public
pension systems conduct an actuarial audit every 5 — 10
years.

3. Measures should be taken to address the ongoing increasing
costs of providing health care benefits to retirees.

» Merits:
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Healthcare is the major cost driver of the UAL for both
KRS and KTRS.

HB 1 passed a number of reforms that will begin help to
address the rising cost of employee health care. Of
particular note to the Funding Subcommittee is the
additional 1% additional employee contribution to health
care, which will help to drive down the UAL overtime.

There are more tools for dealing with health based
funding problems than with pension based funding
problems, because the health benefits are usually easier
to modify. Plan sponsors should present estimates of the
cost savings that could be realized from a reasonable
range of changes to the present post-retirement health
benefits. They should also show how post-retirement
benefits in Kentucky compare to those of most state
programs. With such data in hand, better planning is
possible, both for the parties funding the plans and the
groups representing the covered members.

=  Concerns:

The Healthcare Subcommittee of the Kentucky Public
Pension Work Group will make recommendations that will
result in decreasing the health care costs of both of the
Retirement Systems.
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Comments of Kentucky Chamber of Commerce on Policy Options
Recommended by Funding Subcommittee of the Governor’s Pension
Work Group

Publicizing Data (KRS Recommendation 1): The unfunded liability numbers
should definitely be publicized. Currently, the only way to obtain this information
is to download the annual financial statements from the web sites of each of the
retirement systems. The administration should make this information readily
available via a dedicated web site on pension issues.

Experience Study (KRS Recommendation 2): KRS should conduct an
experience study more frequently than once every five years. Current conditions
dictate that the most accurate data possible be available.

Bonding (KTRS Recommendations 2 and 3): An independent investment
advisory committee should be established (that is made up financial
professionals, not board members) to sign off on investment decisions. Bonding
should not be allowed unless this group of experts agrees that market conditions
are favorable for a bond issue and the proceeds of the bond issue are invested in
a manner recommended by the advisory committee. The recent report on
investment losses at KRS makes this requirement critical.

Additional Actuaries (KRS & KTRS Recommendations 1 & 2): The
administration should establish an independent permanent panel of actuaries,
much like the consensus revenue forecasting group of economists, who would
meet periodically to review the funding recommendations made by actuaries for
each of the retirement systems. Actuaries often reach different conclusions on
the same data and this approach would help ensure accuracy and encourage
consensus about important pension issues. This group could then make
recommendations to the Governor and General Assembly for funding and needed
changes to the system.

Health Care (KRS & KTRS Recommendation 3): The Subcommittee heard
testimony that a majority (55%) of the actuarially required contribution (ARC) is
for health insurance. To adequately address the cost of the pension systems,
health costs must also be addressed. The panel of actuaries previously
recommended should also be tasked to review health benefits and make
recommendations on plan design and cost sharing that would reduce premium
costs.
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Cavanaugh Macdonald

CONSULTING, LLC

The experience and dedication you deserve

June 20, 2008

Mr. William A. Thielen
Chief Operations Officer
Kentucky Retirement Systems
Perimeter Park West

1260 Louisville Road

Frankfort, KY 40601

Subiect: Actuarial Analysis of House Bill 1

Dear Bill:

As requested, we have analyzed the impact on the KRS funds of the provisions contained in
House Bill 1 (HB 1). The results of our analysis, which include a comparison of employer normal cost
contribution rates, arc presented below.

Proposed Benefit Structure

HB 1 includes a new benefit structure for those hired after August 31, 2008. It changes the existing
structure for all KRS members. Appendix A enclosed with this letter contains an outline of the new
structure supplied by the LRC. This is the material we used in developing the results shown below. Any
differences between the outline and the actual legislation could change the figures presented.

Based on the outline, significant changes are made in the benefit accrual rate, retirement eligibility,
employee contribution rate, cost-of-living adjustments (COLA), health care vesting eligibility, retiree
healthcare benefits, and the definition of final average earnings. All other benefit features of the proposed
structure remain the same as under the current benefit structure. I[n addition HB 1 changes certain
provisions of the statute dealing with current active members, as outlined in Appendix A.

1t must be noted that current law alréady provides for lower berefits for recent hires (and those who will
be hired in the future) than had been the case before 2003. The analysis that follows uses this existing
lower tier of benefits as the baseline from which to measure the savings that may accrue from HB 1. The
anticipated savings are measured by the change in the employer’s normal contribution rate. Since any
benefit reduction can only be applied to new hires, it will be many years before the participating
employers will realize the full impact of the lower normal contribution rate. In other words, the savings
measured by the change in normal contribution rate will emerge very slowly as those hired after August
31, 2008 become a larger and larger portion of the total active population of KRS. There will be limited

T
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Mr. William A. Thielen
June 20, 2008
Page 2

savings realized in the first 5-10 years under the new structure. In any event, the contribution necessary
to amortize the unfunded accrued liability (UAL) of the various funds will not change but rather will
continue in the future until the UAL is completely funded.

Parameters and Assumptions

The cost analyses were performed using the June 30, 2007 valuation results as a base, and comparing the
employer normal cost contribution rate for each of the funds based on the current benefit structure for
new hires and based on the proposed benefit structure, which would apply to new hires after August 31,
2008. As noted above, limitations were placed on disability retirement benefits and the benefit accrual
rate {for CERS members) for members hired on and after August 1, 2004, the use of service purchases for
those purchases made after August 1, 2004 and the healthcare benefit was scaled back for those members
hired on or after July 1, 2003. These changes were included in the current benefit normal cost rates for
comparison purposes. Of course, the current retirement window benefit enhancements were ignored. The
change in definition of hazardous employee for CERS included in HB | was not taken into account in our
analysis as data was not available.

In developing the results under the new benefit structure, three assumptions were changed from those
used in the June 30, 2007 valuations. First, as a result of the change in sick leave credit noted in
Appendix A, the assumption of 6 months credit under KERS (both non-hazardous and hazardous) and 18
months credit under SPRS were eliminated, Second, the retirement rates were adjusted to reflect the
change in retirement eligibility. Finally, all KERS Non-Hazardous and SPRS insurance results were
determined assuming a 7.75% interest rate based on the contribution parameters discussed below.

Results

The table below shows, for each of the funds, the employer normal cost contribution rates assuming all
new hires were covered by the benefit structure currently in place, and the employer normal cost
contribution rates assuming all new hires were covered by the proposed benefit structure. These rates are
calculated assuming new hires in the future will exhibit the same demographic characteristics as the
current active membership. Please see the next section of this letter for a discussion of the COLA as it
applies to current active and retired members.

The insurance results reflect the 1% member contribution rate called for in HB 1. As can be seen the
ultimate normal rate for KERS Non-Hazardous health care is less than the new required employee
contribution of 1% of payroll, resulting in the negative employer rate shown in the table. In other words,
long term, employees would be required to pay more than the cost of the proposed health care benefits.

A-2




Mr. William A. Thielen
June 20, 2008
Page 3

Employer Defined Benefit Normal Cost Contribution Rates

Pension
KERS Non-Hazardous 2.97% 1.11% 1.86%
KERS Hazardous 6.31 3.27 3.04
CERS Non-Hazardous -3.12 1.21 1.91
CERS Hazardous 7.38 4.66 2.72
SPRS 8.97 5.05 392
Insurance*
KERS Non-Hazardous 2.30% (0.13)% 2.43%
KERS Hazardous 5.65 06.99 4.66
CERS Non-Hazardous 3.62 0.39 323
CERS Hazardous 4.44 0.68 3.76
SPRS 3.67 0.40 3.27

* The proposed insurance rates are after reduction for the additional (% member contribution rate.

Changes to Current Member Benefits

As noted in the Appendix A, HB | also changes certain benefits for all current active and retired
members. One change is stipulating an annual rate of 1.5% for future COLA’s beginning July 1, 2009.
As we understand the proposed statutory language, it is such that the COLA will continue to be financed
on a “term-cost” basis whereby the liability for the COLA is only recognized as each year’s increase is
granted. Another change that has an immediate impact on valuation results is the requirement that the
value of unused sick leave be paid to the fund by the last employer beginning July 1, 2010.

In order to demonstrate the impact of the COLA change on system funding, ten-year projections were
done for each of the pension funds. The projections were performed using the June 30, 2007 valuation
results as a base, and projecting active and retired memberships for each of the funds over the ten year
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period assuming the active population remained constant in number. We then performed valuations of the
populations annually to develop the contribution rates. The projection results are shown with three annual
COLA scenarios: 3.0%, 1.5% and 0.0%.

The rates in future years assume all actuarial assumptions are met each year. The results shown are each
year’s actuarially required contribution assuming that the Commonwealth actually contributes at the fixed
rates specified in HB 1 for the ten-year period (see Appendix A).

The rates in the tables below do not reflect the proposed changes in benefit structure for those hired after
August 31, 2008. As stated elsewhere the impact of those changes will take years to materialize, and
would be very minor in a ten-year projection. In addition, the differences in rates shown for the three
COLA scenarios are the correct differentials regardless of the benefit structure for new hires.
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KERS Non-Hazardous Employer Pension Contribution Rates

Ly 1.5%

LA . COLA
2009 16.54% 16.54% 16.54%
2010 17.69 17.37 17.05
2011 18.96 18.27 17.59
2012 20.18 19.08 18.01
2013 21.49 19.97 18.50
2014 23.12 2113 19.24
2015 24.79 2231 19.98
2016 26.51 23.51 20.72
2017 28.28 24.72 21.45
2018 30.07 25.92 22.15

e

pealvear . oage - L5% 0.0% |
pumedune - cora  coLa - coLa

2009 10.84% 10.84% 10.84%
2010 10.55 10.38 10.20
2011 10.41 10.04 9.68
2012 10.32 9.73 9.15
2013 10.51 9.68 $.87
2014 111 10.00 8.95
2015 11.77 10.35 9.02
2016 1245 10.70 9.07
2017 13.19 11.07 9.12
2018 13.97 11.45 9.16
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CERS Non-Hazardous Employer Pension Contribution Rates

- 3.0%

1.5%

Fiscal Year 0.0%

(Endingdune cora  cora COLA
2009 7.76% 7.76% 7.76%
2010 11 757 7.43
2011 787 7.56 725
2012 7.66 7.16 6.68
2013 7.46 6.77 6.10
2014 751 6.60 5.73
2015 7.60 6.45 537
2016 771 6.30 5.00
2017 7.83 6.15 461
2018 7.99 6.01 421

CERS Hazardous Employer Pension Contribution Rates

CRiscal Vear 30,

1.5% 0.0% |

I
EndingJune oopa CoLA COLA |
2009 15.04% 15.04% 15.04%
2010 15.01 14.77 14.54
2011 15.29 14.77 1427
2012 15.51 14.70 1391
2013 15.85 14.71 13.62
2014 16.55 15.06 13.65
2015 1734 15.46 13.70
2016 18.18 15.88 13.76
2017 19.11 16.35 13.82
2018 20.12 16.85 13.89
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SPRS Employer Pension Contribution Rates

' Fiscal Year -
[ Endmg June

3.0%

COLA

L5% |

. 00%
COLA

.30
2009

2010
2011
2012
2013
2014
2015
2016
2017
2018

32.39%
34.66
37.07
39.56
42.40
45.75
49.25
52.98
56.85
60.75

_.COLA

32.36%
33.94
35.50
37.04
38.85
41.09
43.41
45.83
48.29
50.69

32.3%
33.22
33.96
34.59
3544
36.68
37.93
39.22
40.47
41.60

With regard to the change in financing for unused sick leave, the assumption of 6 months credit under
KERS (both non-hazardous and hazardous) and 18 months credit under SPRS would be eliminated. The
resulting decrease in employer contribution rate, based on the June 30, 2007 valuation results, is shown in

the table below. CERS already reflects this approach to unused sick leave.

Employer Rate Reduction for Unused Sick Leave

Fund

KERS Non-Hazardous
KERS Hazardous

SPRS -

Rate Reduction
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Fund Depletion

It was also requested that we update earlier determinations of when funds would likely run out of money
based on the lower COLA and phased-in contribution rate pattern of HB 1. Utilizing the results of the ten
year projections shown above as well as previous projections of the health care funds, all of the funds are
expected to have sufficient monies to pay benefits until the point in time when each reaches a contribution
level of 100% of the ARC. Thus no fund is expected to be depleted based on the provisions of HB 1.

If you need any further information regarding this analysis, please do not hesitate to contact us. The
undersigned is a member of the American Academy of Actuaries and meets the Qualification Standards
of the American Academy of Actuaries to render the actuarial opinion contained herein.

Sincergly, ) ;
M |
I/ lol/igin L (8o e
Thomas J. cav’iyﬁgh FSA, FCA, MAAA, EA
Chief Executive Officer

Copy to: R. Burnside

$ iKentucky Retirement Sy 2008 Mscell C pornd Actuarial Analysis 2008 SSL KERS & SPRS doc
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Appendix A

Benefit Components

KERS & CERS Non-Hazardous

KERS Hazardous, CERS Hazardous
& State Police

For Members employed September 1, 2008 or
after. :

For Members employed September 1, 2008
or after.

Benefit factor:

Years of Service at

Retirement Benefit Factor
10 or less 1.10%
10-20 1.30%
20 -26 1.50%
26 -30 1.75%
Years above 30 2.00%

The benefit factor increases for all service as
new tiers are reached, except for years after 30

Years of Service at

Retirement Benefit Factor
10 or less 1.30%
10-20 1.50%
20-25 2.25%
25 or more 2.50%

Employee Contribution Rate

5.0% for Pension Defined Benefit -Refundable
with interest

1.0% to Health Insurance Fund - Non
Refundable

8.0% for Pension Defined Benefit - Refundable
with interest

1.0% to Health Insurance Fund - Non
Refundable

Employer Contribution Rate

See Chart below.

See Chart below,

Age and Years Service
Required for full earned
benefits:

Rule of 87 with minimum age of 57

Any Employment date age 65 with 5 years
service credit

25 full years of service credit at any age

Age 60 with 5 years service

Age and Years Service
Required for reduced benefit
level:

Age 60 with 10 years service

Age 50 with 15 years service

Final Average Earnings and pay
components

Final 60 months with no lump sum or other
terminal pay considered.

Final 36 months with no lump sum or other
terminal pay considered.

Purchased Service Credit

Does not count toward benefit eligibility and
actuarial cost includes COLA and is based on
carliest eligible retirement date

Same as Non-Hazardous

COLA

Fixed 1.5% annual COLA which may be

" suspended by the Legislature.

Same as Non-Hazardous

Health Insurance

Rule of 87 or age 60 with 15 years service -
benefit of $10 per month per year of service

With 15 years of service - benefit of $15 per
month per year of service ($10 per month per
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adjusted by 1.5% after 2008

Any employee retuming to work would be
required to take the coverage provided by the
new employer and not have coverage by-the
retirement system during that employment.

year of service for surviving spouses) adjusted by
1.5% after 2008

Unused Sick Leave

Up to 12 months, may be credited toward service
credit but not to qualify for a benefit. All cost,
for this additional service credit, shall be paid to
the pension trust by the last employer, effective
July 1, 2010.

Up to [2 months, may be credited toward service
credit but not to qualify for a benefit. All cost, for
this additional service credit, shall be paid to the
pension trust by the last employer, effective July
1, 2010.
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CHANGES TO CURRENT SYSTEMS

KERS & CERS Non-Hazardous

KERS Hazardous, CERS Hazardous
& State Police

Unused Sick Leave

All cost, for this additional service credit, shall
be paid to the pension trust by the last employer,
effective July 1, 2010.

Same as Non-Hazardous

Purchased Service Credit

Actual cost to include COLAs and be based on
the earliest eligible retirement date

Same as Non-Hazardous

COLA Effective July 1, 2009, 1.5% annually for al! Same as Non-Hazardous
current and future retirees

Employee Contribution Rate No Change No Change

Employer Contribution Rate See Chart below See Chart below

Retired Reemployed

Any member who begins to draw a benefit from
KERS Non Hazardous, CERS Non Hazardous or
the State Police Retirement System, September 1,
2008 or thereafter, will be required to observe a 3
month break in employment. Provided the break
is observed, the retiree may continue to receive
the retirement benefit but shall not be eligible to
start a new retirement account even though the
employing agency wilf be required to make the
required employer contribution,

Any member who begins to draw a benefit from
KERS Hazardous, CERS Hazardous or the State
Police Retirement System, September 1, 2008 or
thereafter, and returns to work under KERS
Hazardous, CERS Hazardous or the State Police
Retirement System will be required to observe a
| month break in employment. Provided the
break is observed, the retiree may continue to
receive the retirement benefit but shall not be
eligible to start a new retirement account even
though the employing agency will be required to
make the required employer contribution.
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Employer Contribution Rate Chart*

KERS
FY Non- KERS

Ending Hazardous Hazardous SPRS
6/30/2011 44% 76% 60%
6/30/2012 48 79 65
6/30/2013 53 83 70
6/30/2014 57 86 75
6/30/2015 61 89 80
6/30/2016 65 92 85
6/30/2017 69 95 90
6/30/2018 73 98 95
6/30/2019 77 100 98
6/30/2020 81 100
6/30/2021 85 :
6/30/2022 89
6/30/2023 93
6/30/2024 97
6/30/2025 100

* CERS employer contribution rates set at 13.50% and 29.50% for non-hazardous and hazardous
respectively for FY 2008-2009,
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Legislative Research Commission Fiscal Note on HB 1




COMMONWEALTH OF KENTUCKY
STATE FISCAL NOTE STATEMENT

GENERAL ASSEMBLY LEGISLATIVE RESEARCH COMMISSION
2008 SPECIAL SESSION

MEASURE

(x) 2008 BR No. 0002 (x) _House Bill No. 1GA

() Resolution No. () Amendment No.

SUBJECT/TITLE An Act relating to retirement and déclaring an emergency.

SPONSOR  Reps M. Cherry, J. Richards, R. Adkins, L. Clark, C. Hoffman and R. Wilkey

NOTE SUMMARY
Fiscal Analysis: X  Impact No Impact X  Indeterminable Impact
Level(s) of Impact: State Local Federal

Budget Unit(s) Impact  All budget units of State Government, Local Governments and other entities that are

sponsors of the Kentucky Retirement System or the Teachers Retirement System

Fund(s) Impact: X General X Road X Federal
X Restricted Agency (Type) Local (Other)

FISCAL SUMMARY

Future Annual
Fiscal Estimates 2007-2008 © 2008-2009 2009-2010 Rate of Change
Revenues (+/-) 0 0 ' 0
Expenditures (+/-) 0 0 0  +8$52,000,000 per year
Net Effect 0 0 0

While any cost avoidance for the Retirement Trust will take several years to start to materialize, state agencies and
other employers will have to make significant increases in the employer contributions beginning with fiscal year
2010-11.

MEASURE'S PURPOSE

To make changes in the benefits provided new employees and revise the employee and employer contribution rates
to the Kentucky Retirement System and the Teachers Retirement System.

PROVISION/MECHANICS

Section 1 amends the requirements for an actuarial analysis on any bill affecting a state-administered retirement
system and requires that any new assumption not utilized by the retirement systems be clearly stated. Sections 2
through 5 set the COLA for the Legislative and Judicial Retirement Plan the same as for the State Employee plan
(1.5% annually) and increase the contribution for members of those plans by 1%. Sections 6 through 9 deals with
the State Police and KERS Hazardous benefit plans for new employees, setting revised benefit factors for new
employees, establish a new method to determine final compensation, and fix the interest rate for members who
terminate and withdraw their contributions. Sections 10-14, 16-20, and 22-27 deal with the KERS Non Hazardous
Employees and CERS Non Hazardous Employee benefit plans for new employees, establishing a new method to
determine final compensatlon fixing interest rate for meniBers who terminate, requires new employees to contribute
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1% additional to go to the Health Trust Fund, sets the COLA at 1.5% and limits the sick leave credit to 12 months
service with the last employer paying the service cost effective July 2010. Section 20 also provides for a required
break in service in order to be reemployed and prohibits the establishment of a second retirement account. Section 21
establishes specific educational requirements for board members and revises the maximum term of office.

Section 15 establishes a schedule for KERS Non Hazardous, KERS Hazardous and State Police Employers to phase
into the full Actuarial Required Contribution rate by the year 2025.

Sections 28 through 41 deal with the Teachers Retirement System, increasing the employee contribution for new
hires, revises the benefit factor and years service for new hires, clarifies the sick leave credit provisions and increases
the vesting for health insurance benefits to 15 years for new hires.

Section 43 establishes the CERS employer contribution rates at 13.5% and 29.5% for CERS Non Hazardous and
Hazardous respectfully for the 2009 fiscal year, which gives those employers a reduction from the current projected
rate for that fiscal year only.

Section 45 declares an emergency.

FISCAL EXPT ANATION

Funding Overview:

The Actuarial Required Contribution (ARC) is the contribution required to provide the necessary finances to support
the benefits provided by a plan according to the actuarial assumptions embedded in the plan and approved by the
plan sponsor. There are two main components of the ARC that are annualized, Normal Cost and Unfunded Actuarial
Accrued Liability.

Normal Cost are the projected annual cost to provide the future benefits adopted for the plan with all actuarial
assumptions being meet. Changes in the plan design can decrease or increase the future normal cost of the plan. For a
plan like the Kentucky Retirement System, with an inviolable contract benefit design for current employees, changes
can only be made to a plan for future hires. Therefore it takes many years for those new employees to be a majority
of the plan recipients and those changes to fully impact the funding required for the normal cost of the plan.

Changes to the actuarial assumptions for a plan, level of investment returns, prior years funding levels and unfunded
COLA's are examples of items that affect the second component of the ARC, the Unfunded Actuarial Accrued
Liability.

Actuarial Analysis:

Cavanaugh Macdonald Consulting, LLC, the actuary for the Kentucky Retirement System, has preformed an
actuarial analysis included in a letter dated June 20, 2008 which is attached. That letter will be utilized for the
balance of this review and it will concentrate on the KERS Non Hazardous sub-system since it is the largest segment
for state employees.

It is projected that over the next 20 to 30 years the benefit changes for new hires could produce a reduction in the
normal cost, and there would also be a reduction of the normal cost based on the change in funding of the sick leave
service credit and other items included in HB 1. The total normal cost reduction is projected to reach 4.23% of total
payroll when all employees are covered under the new benefit structure. The current KERS Non Hazardous covered
payroll is estimated to be approximately $1.7 billion for Fiscal Year 2008-09 for all covered employers with State
Government comprising approximately 80% of that amount. Therefore if it were possible to have the new structure
totally in place to cover all employees in the current fiscal year the cost avoidance as a result of the lower Normal
Cost would be approximately $58.1 million total funds or approximately $29.1 million General Fund. It is important
to note that Sate Government has historically had a very high turnover rate in the first 10 years of service with an
average of 52.7% of the employges having less than 10 years service. That would indicate that the annual cost
avoidance to the Normal Cost after 10 years of implementation could be approximately $15.3 million General Fund
annually.

The above calculations would seem to be consistent with the cost avoidance projected by Cavanaugh Macdonald, in
a June 23, 2008 letter to the Kentucky Retirement System,g.tfre they estimate the cost avoidance in Fiscal Year
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2010-11 to be approximately $18.6 million total funds which would compute to approximately $9.3 million General
Fund for that fiscal year for all KERS Non Hazardous employers.

Actuarial Required Contribution:

The following chart is based on the estimated salaries for employees covered by KERS Non Hazardous and projects
the Total Employer Contribution required to meet the phase in percentage included in HB 1 over the next eight year
period. To meet this schedule it will be necessary for the General Assembly to appropriate an average of
approximately $52.8 million new dollars or approximately $26.4 million new General Fund dollars each fiscal year
beginning in the next biennial budget.

FY Estimated Est. Total Budgeied
Ending Salaries Non Estimated Total HB 1 Employer Employer
30-Jun Hazardous Projected ARC Phase-In % Contribution Contribution

2009 $1,717,147,350 28.60% $171,886,450
2010 $1,750,776,853 30.10% $203,265,200
2011 $1,791,276,239 31.65% 44% $249,453,129
2012 $1,848,205,547 33.04% 48% $293,110,614
2013 $1,904,683,034 34.60% 53% $349,280,775
2014 $1,962,274,367 36.52% 57% $408,474,881
2015 $2,020,866,339 38.55% 61% $475,216,824
2016 $2,081,582,876 40.70% 65% $550,682,750
2017 $2,144,610,748 42.95% 69% $635,566,118
2018 $2,209,500,260 4531% 73% $730,820,934
Summary:

Utilizing the attached documents from the KRS actuary, the retirement systems trust funds could expect a cost -
avoidance of approximately $18.6 million in fiscal year 2010-11 and KERS Non Hazardous employers can expect to
be required to provide an additional $46.2 million employer contribution in that same fiscal year as compared to the
previous fiscal year. It is further projected that 10 years after passage the annual cost avoidance for the KERS Non
Hazardous retirement system trust funds would have grown to approximately $30.3 million annually but the required
employer contribution to meet the phase-in schedule to the full ARC would have increased by approximately $558.9
million total funds annually. If the ARC were to remain consistent at the 2018 level the annual employer contribution
would be approximately $1billion in 2025 when it is projected to be 100% funded for the KERS Non Hazardous

group.
There would also be some increased funding requirement for the KERS Hazardous and State Police Retirement
System to meet that phase-in schedule

Attachments

DATA SOURCE(S) KRS, LRC Executive Branch Personnel data

NOTE NO. 1.1 PREPARER _Frank Willey REVIEW LBH DATE 6/25/08

LRC 2008-SS-BR0002-HB1-GA
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Cavanaugh Macdonald

CONSULTING, L1LC

The experience and dedication you deserve

June 23, 2008

Mr. William A. Thielen
Chief Operations Officer

Kentucky Retirement Systems
Perimeter Park West

1260 Louisville Road
Frankfort, KY 40601

Subject: KRS Funding Method and Possible

Savings from House‘ Bill 1 Dear Bill:

As requested, we are writing to outline several issues surrounding the
potential savings from the House Bill 1 (HB 1).

First, there appears to be some discussion about the use of the Entry Age
Normal funding method (EAN). This is the method being used for all KRS
funding. As you know, the normal rate under this method is determined
using the actual normal rates for the current active membership at each
valuation date. There has been a suggestion (and it was a recommendation by
the previous actuary) to use the normal rate for those entering the systems
now, since the benefit structure is lower for new entrants. We discussed the
issue with the Board in 2006, and they concurred with our recommendation
to use the approach we currently do. To understand the difference, it may
be helpful to review some basic actuarial funding techniques.

Basic Actuarial Funding

For all pension plans, whether defined benefit or defined contribution, the
basic retirement funding equation is:

C+I=B+E
Where:
C =
employer

and
member

contythuti
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I =

investme

nt income

B = benefits paid

E = expenses paid from the fund, if any.

3550 Busbee Pkwy, Suite
250, Keunr saw,, GA 30144

Phone (678) 388-1700
Fax(678)" 388-1730

www.CavMa
cConsulting.com
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As can be seen from the formula, for a given level of benefits and expenses the greater "I" is, the smaller "C" is.
This is the underlying reason for advance funding a pension plan, and historically investment income pays for
the vast majority of the benefit dollars received by plan participants. As an example, a GAO Report to the
Senate Finance Committee in September, 2007 (GAO 07-1156) indicates that 63.7% of all state and local
government pension plan revenue over the period from 1982-2005 came from investment income.

Of course, the problem with the formula is that in order to figure out exactly how much to contribute, the plan
would have to be closed to new members and allowed to operate until all retirees were deceased. At that point,
the benefits and expenses actually paid out, and the investment income actually earned would be known and,
using the equation above, the true cost could be determined. Since the vast majority of plans are ongoing and
have no intention of closing, and since even with a closed plan it takes a very long time before all benefits are
finally paid out, plan sponsors hire actuaries to estimate the true cost of their plans and to create a budget to
make systematic contributions to sleet that cost.

In order to determine the contributions needed, the actuary's first step is to estimate on a given date (the
valuation date) the value of all benefits (and expenses) that will be paid to the existing active and retired
membership over their remaining lifetimes based on the plan's current benefit structure. This estimation requires
the use of assumptions regarding both future events (termination, disability, retirement, death, etc.) and future
economic conditions (return on assets, inflation, salary growth, etc.).

By combining the future events assumptions and the salary growth assumption, the actuary generates an
expected benefit payment stream. In other words, a string of annual payments expected to be made to the
current active and retired members from the valuation date until all members are no longer living. Then the
actuary applies the asset return assumption to discount each year's payments to the valuation date, creating
the present value of all future benefits or the total liability of the plan.

The difference between the total liability and the current assets of the plan (more on this below) represents
the present value of future contributions (PVFC) that have to be made by the plan sponsor (and in KRS' case the
active members). Usually the plan sponsor cannot contribute the entire difference in one year, but rather desires a
relatively smooth contribution pattern over time that also meets any external constraints (like the GASB
accounting standards). In order to budget for the PVFC, the actuary applies an actuarial cost method. There are
several acceptable cost methods, but it's important to recognize that they are nothing more than budgeting tools.

The cost method used by KRS is called the Entry Age Normal method, and it is by far the most
commonly used method in the public sector (e.g., 78% of 85 large public pension plans included in the
Wisconsin Legislative Council's "2006 Companative Study of Major Public Employee Retirement Systems” use it).
Its popularity stems from the fact that it is designed to generate level contributions as a percent of active
member payroll over an employee's working lifetime. The EAN method splits the PVFC into two pots: a
present value of future normal costs and an accruedéifxgility. The "normal cost" is
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a measure of the contribution rate necessary, payable from date of hire until departure from active
membership in the plan, to finance the benefits promised to active members. The difference between the total
liability and the present value of future normal costs is called the accrued liability. Subtracting the current -
asset value from the accrued liability generates the unfunded accrued liability (UAL).

The UAL is financed over a number of years (30 is the maximum under GASB) on either a level percent of pay
or a level dollar method, and either using an open or closed period. Level percent of pay creates a contribution
pattern that is expected to increase in dollar amount every year as the underlying active member
payroll grows, and will generate a lower dollar contribution during the early years of an amortization
schedule than level dollar does. KRS uses the level percent method over a currently closed amortization
period, meaning the period decreases by one year with each succeeding valuation.

Funding Methods

As noted above, there are several acceptable actuarial cost or funding methods. Each generates the same total
liability for a given benefit structure. The difference is in how the liability not covered by current assets (the
PVFC above) is financed over the future. All but one method splits the total liability into a present value of
future normal costs and an accrued liability. But each does so a little differently, generating different
contribution patterns over time. The present value of future normal cost is spread over the remaining working
lifetime of the active membership on the valuation date (about 12-15 years for most retirement systems), and, as
noted above, the UAL is financed over a specified period of time, which is generally much longer.

If EAN is used but the normal rate is set artificially low for the current active membership, losses are
generated each year that increase the [JAL. This occurs because the UAL increases each year by interest and the
actual normal cost for the membership, and decreases by contributions made. As noted above KRS uses
EAN. Some are apparently proposing the use of an alternative EAN that generates a lower normal rate based
solely on the benefit structure for the newest members of the system. If the actual contributions are then based
on that lower normal rate, the UAL will increase more than expected. The difference is clue to (a) the fact that
for many years in the future a number of members are accruing additional benefits each year at the higher benefit
level while the normal cost is based on the lower benefit level and (b) the shorter future working lifetime over
which the normal rate is financed when compared to the UAL, amortization period.

Since the systems were already experiencing losses each year clue to COLAs that are not advance funded, we

recommended, and the Board approved, the use of the actual normal cost in developing required
contributions.
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Potential Savings from HB |

A related issue we were asked to address is the potential savings to employers from HB 1. As more fully
detailed in our fiscal note of June 20, 2008 on HB 1, the initial savings are derived from the reduction in COLA
beginning July 1, 2009. The savings from the change in benefit structure for new hires after August 31, 2008
will emerge slowly over many years as the active membership becomes more heavily weighted with members
covered by the new structure.

Since the initial impact will not be felt until the June 30, 2009 valuation at the earliest, HB 1 will not impact
the actuarially required contributions until the 2010-2011 fiscal year. In fact that is the first year addressed in the
employer contribution rate phase-in provided by HB 1 In that year the vast majority of any "savings" will come
from providing a 1.5% COLA instead of an assumed 3% COLA. Ultimately HB 1 will reduce employer costs
by both the reduced COLA contributions and the lower normal rates shown in the June 20 x' fiscal note. The
table below provides estimated savings in 2010-2011 and the potential savings 30 years later once the new
benefit structure is fully integrated into the employer contribution rates. The 2037-2038 figures are based on
payroll projections performed after the June 30, 2007 valuations were completed. The dollar amounts of
savings are at best a rough approximation of what the actual savings may be, and are based on an assumption
that the UAL amortization period would decline by one year every year until it reached 20 years, at which point
it would be maintained at that level. It must also be recognized that the dollars are reflective of anticipated
inflation over the time period from now to 2041. They would be much less if expressed in 2008 dollars. Finally,
the majority of the pension savings in 2038 is a result of the lower cost of a 1 .5% COLA compared to a 3.0%
COLA, neither one of which are guaranteed.

Fund : Savings in 2010-2011 Savings in 2037-2038
Percent of Pay } Dollars Percent of Pay f Dollars
Pension
KERS Non-Hazardous 0.99% $18,622,342 11.80% $497.,769,399
KERS Hazardous 0.84 1,348,893 12.30 45,073,442
CERS Non-Hazardous 0.31 6,896,500 8.49 398,910,190
CERS Hazardous 0.52 12,601,353 15.28 163,246,605
SPRS 4.03 2,020,391 35.86 33,269,748
Insurance
KERS Non-Hazardous 2.43% $102,506,749
KERS Hazardous 4.66 17,076,605
CERS Non-Hazardous 3.23 151,764,419
CERS Hazardous 3.76 40,170,631
SPRS 3.27 3,033,800
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Of course, we would be happy to discuss this issue with you in more detail at your convenience.

Thomas J. Cavanaugh FSA, FCA, MAAA, EA
Chief Executive Officer

Copy to: R. Burnside

S \Kentucky R Sy 2008 " Miscellancous C pond Fonding Methods and Savings ram 1111 1 doc
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Cavanaugh Macdonald

CONSULTING, LLC

The experience and dedication you deserve

June 20, 2008

Mr. William A. Thielen

Chief Operations Officer
Kentucky Retirement Systems
Perimeter Park West

1260 Louisville Road
Frankfort, KY 40601

Subiject: Actuarial Analysis of House Bill 1

Dear Bill:

As requested, we have analyzed the impact on the KRS funds of the provisions contained in House
Bill 1 (HB 1). The results of our analysis, which include a comparison of employer normal cost contribution
rates, are presented below.

Proposed Benefit Structure

HB 1 includes a new benefit structure for those hired after August 31, 2008. It changes the existing structure
for all KRS members. Appendix A enclosed with this letter contains an outline of the new structure
supplied by the LRC. This is the material we used in developing the results shown below. Any differences
between the outline and the actual legislation could change the figures presented.

Based on the outline, significant changes are made in the benefit accrual rate, retirement eligibility,
employee contribution rate, cost-of-living adjustments (COLA), health care vesting eligibility, retiree
healthcare benefits, and the definition of final average earnings. All other benefit features of the proposed structure
remain the same as under the current benefit structure. In addition HB 1 changes certain provisions of
the statute dealing with current active members, as outlined in Appendix A.

It must be noted that current law already provides for lower benefits for recent hires (and those who will be
hired in the future) than had been the case before 2003. The analysis that follows uses this existing lower tier
of benefits as the baseline from which to measure the savings that may accrue from HB 1. The anticipated
savings are measured by the change in the employer's riormal contribution rate. Since any benefit reduction
can only be applied to new hires, it will be many years before the participating employers will realize the
full impact of the lower normal contribution rate. In other words, the savings measured by the change in normal
contribution rate will emerge very slowly as those BretDafter August 31, 2008 become a larger and larger
portion of the total active population of KRS. There will be limited
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savings realized in the first 5-10 years under the new structure. In any event, the contribution necessary to
amortize the unfunded accrued liability (UAL) of the various funds will not change but rather will continue
in the future until the UAL is completely funded.

Parameters and Assumptions

The cost analyses were performed using the June 30, 2007 valuation results as a base, and comparing the
employer normal cost contribution rate for each of the funds based on the current benefit structure for new
hires and based on the proposed benefit structure, which would apply to new hires after August 31, 2008. As
noted above, limitations were placed on disability retirement benefits and the benefit accrual rate {(for CERS
members) for members hired on and after August 1, 2004, the use of service purchases for those purchases made
after August 1, 2004 and the healthcare benefit was scaled back for those members hired on or after July 1,
2003. These changes were included in the current benefit normal cost rates for comparison purposes. Of
course, the current retirement window benefit enhancements were ignored. The change in definition of hazardous
employee for CERS included in HB 1 was not taken into account in our analysis as data was not available.

In developing the results under the new benefit structure, three assumptions were changed from those used in
the June 30, 2007 valuations. First, as a result of the change in sick leave credit noted in Appendix A, the
assumption of 6 months credit under KERS (both non-hazardous and hazardous) and 18 months credit under
SPRS were eliminated. Second, the retirement rates were adjusted to reflect the change in retirement
eligibility. Finally, all KERS Non-Hazardous and SPRS insurance results were determined assuming a
7.75% interest rate based on the contribution parameters discussed below.

Results

The table below shows, for each of the funds, the employer normal cost contribution rates assuming all new
hires were covered by the benefit structure currently in place, and the employer normal cost contribution
rates assuming all new hires were covered by the proposed benefit structure. These rates are calculated
assuming new hires in the future will exhibit the same demographic characteristics as the current active
membership. Please see the next section of this letter for a discussion of the COLA as it applies to current

active and retired members.

The insurance results reflect the 1% member contribution rate called for in HB 1 As can be seen the ultimate
normal rate for KERS Non-Hazardous health care is less than the new required employee contribution of
1% of payroll, resulting in the negative employer rate shown in the table. In other words, long term, employees
would be required to pay more than the cost of the proposed health care benefits.




i SS BR0002-HB1-GA

213

Mr. William A. Thielen

June 20, 2008
Page 3
Employer Defined Benefit Normal Cost Contribution Rates
Fund Current ] Proposed Decrease
Pension
KERS Non- 2.97% 1.11% 1.86%
Hazardous
KERS 6.31 3.27 3.04
Hazardous
CERS Non- ' 3.12 1.21 1.91
Hazardous
CERS 7.38 4.66 2.72
Hazardous
SPRS 8.97 5.05 3.92
Insurance®
KERS Non- 2.30% (0.13)% 2.43%
Hazardous
KERS 5.65 0.99 4.66
Hazardous
CERS Non- 3.62 0.39 3.23
Hazardous
CERS 4.44 0.68 3.76
Hazardous
SPRS 3.67 0.40 3.27

*The proposed insurance rates are after reduction for the additional 1% member contribution rate.

Changes to Current Member Benefits

As noted in the Appendix A, HB 1 also changes certain benefits for all current active and retired
members. One change is stipulating an annual rate of 1.5% for future COLA's beginning July 1, 2009. As we
understand the proposed statutory language, it is such that the COLA will continue to be financed on a "term-
cost" basis whereby the liability for the COLA is only recognized as each year's increase is granted. Another
change that has an immediate impact on valuation results is the requirement that the value of unused sick
leave be paid to the fund by the last employer beginning July 1, 2010.

In order to demonstrate the impact of the COLA change on system funding, ten-year projections were done

for each of the pension funds. The projections were performed using the June 30, 2007 valuation results as a
base, and projecting active and retired memberships for each of the funds over the ten year
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period assuming the active population remained constant in number. We then performed valuations of the
populations annually to develop the contribution rates. The projection results are shown with three annual
COLA scenarios: 3.0%, 1.5% and 0.0%.

The rates in future years assume all actuarial assumptions are met each year. The results shown are each
year's actuarially required contribution assuming that the Commonwealth_actually contributes at the fixed rates
specified in HB I for the ten-year period (see Appendix A).

The rates in the tables below do not reflect the proposed changes in benefit structure for those hired after

August 31, 2008. As stated elsewhere the impact of those changes will take years to materialize, and

would be very minor in a ten-year projection. In addition, the differences in rates shown for the three
- COLA scenarios are the correct differentials regardless of the benefit structure for new hires.

B-14
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KERS Non-Hazardous Employer Pension Contribution Rates

Fiscal Year Ending 3.0% COLA 1.5% COLA 0.0% COLA
June 30

2009 16.54% 16.54% 16.54%
5010 17.69 17.37 17.05
2011 18.96 18.27 17.59
012 20.18 19.08 18.01
013 21.49 19.97 18.50
014 23.12 21.13 19.24
2015 24.79 2231 19.98
016 26.51 2351 20.72
2017 28.28 24.72 21.45
2018 30.07 25.92 22.15

KERS Hazardous Employer Pension Contribution Rates

Fiscal Year Ending 3.0% COLA 1.5% COLA 0.0% COLA
June 30

2009 10.84% 10.84% 10.84%
2010 10.55 10.38 10.20
So11 10.41 10.04 19.68
2012 10.32 9.73 9.15
2013 10.51 9.68 8.87
2014 11.11 10.00 8.95
2015 11.77 10.35 19.02
2016 12.45 10.70 9.07
2017 13.19 11.07 9.12
2018 13.97 11.45 9.16
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CERS Non-Hazardous Employer Pension Contribution Rates

Fiscal Year Ending 3.0% COLA 1.5% COLA 0.0% COLA
June 30
2009 7.76% 7.76% 7.76%
2010 7.72 7.57 7.43
2011 7.87 7.56 7.25
2012 7.66 7.16 6.68
2013 7.46 6.77 6.10
2014 7.51 6.60 5.73
2015 7.60 6.45 5.37
2016 7.71 6.30 5.00
2017 7.83 6.15 4.61
2018 7.99 6.01 4.21
CERS Hazardous Employer Pension Contribution Rates
Fiscal Year Ending 3.0% COLA 1.5% COLA 0.0% COLA
June 30
2009 15.04% 15.04% 15.04%
2010 15.01 14.77 14.54
2011 15.29 14.77 14.27
2012 15.51 14.70 13.91
2013 15.85 14.71 13.62
2014 16.55 15.06 13.65
2015 17.34 15.46 13.70
2016 18.18 15.88 13.76
2017 19.11 16.35 13.82
2018 20.12 16.85 13.89
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SPRS Employer Pension Contribution Rates

Fiscal Year Ending 3.0% COLA 1.5% COLA 0.0% COLA
June 30

2009 32.39% 32.39% 32.35%
2010 34.66 33.94 33.22
2011 37.07 35.50 33.96
2012 39.56 37.04 34.59
2013 42.40 38.85 35.44
2014 4575 41.09 36.68
2015 4925 4341 37.93
»ol6 52.98 4583 39.22
2017 56.85 4829 40.47
018 60.75 50.69 41.60

With regard to the change in financing for unused sick leave, the assumption of 6 months credit under
KERS (both non-hazardous and hazardous) and 18 months credit under SPRS would be eliminated. The
resulting decrease in employer contribution rate, based on the June 30, 2007 valuation results, is shown in the

table below. CERS already reflects this approach to unused sick leave.

Employer Rate Reduction for Unused Sick Leave

Fund Rate Reduction
KERS Non-Hazardous 0.30%
KERS Hazardous 0.47
SPRS 2.46
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Fund Depletion

It was also requested that we update earlier determinations of when funds would likely run out of money based
on the lower COLA and phased-in contribution rate pattern of HB 1. Utilizing the results of the ten year projections
shown above as well as previous projections of the health care funds, all of the funds are expected to have

sufficient monies to pay benefits until the point in time when each reaches a contribution level of 100% of the ARC.
Thus no fund is expected to be depleted based on the provisions of HB 1.

If you need any further information regarding this analysis, please do not hesitate to contact us. The
undersigned is a member of the American Academy of Actuaries and meets the Qualification Standards of the
American Academy of Actuaries to render the actuarial opinion contained herein.

Sincerely,

Thomas J. Cavanaugh FSA, FCA, MAAA, EA
Chief Executive Officer

Copy to: R. Burnside

8 Kentucky Reti Sy 2008\vEisceil, Correspond ACtuarial Analysis 2008 SSL KEAS & SPRSdoc
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Appendix A
Benefit Components

KERS & CERS Non-Hazardous

KERS Hazardous, CERS Hazardous&
State Police

For Members employed September 1,
2008 or after.

For Members employed September 1, 2008
or after.

Benefit factor:

Years of Service Years of Service at

at

Retirement Benefit Factor Retirement Benefit Factor
10 or less 1.10% 10 or less 1.30%

10-20 1.30% 10-20 1.50%

20-26 1.50% 20-25 2.25%

26-30 1.75% 25 or more 2.50%

Years above 30 2.00%

The benefit factor increases for all
service as new tiers are reached, except
for years after 30

Employee Contribution Rate

5.0% for Pension Defined Benefit ~
Refundable with interest

1.0% to Health Insurance Fund — Non
Refundable

8.0% for Pension Defined Benefit —
Refundable with interest

1.0% to Health Insurance Fund — Non
Refundable

Age and Years Service Required for
full earned benefits:

Rule of 87 with minimum age of 57

Any Employment date age 65 with 5
years service credit

25 full years of service credit at any age

Age 60 with 5 years service

Age and Years Service Required for
reduced benefit level:

Age 60 with 10 years service

Age 50 with 15 years service

Final Average Earnings and pay
components

Final 60 months with no lump sum or
other terminal pay considered.

Final 36 months with no lump sum or other
terminal pay considered.

Purchased Service Credit

Does not count toward benefit
eligibility and actuarial cost includes
COLA and is based on earliest eligible
retirement date

Same as Non-Hazardous

COLA

Fixed 1.5% annual COLA which may
be suspended by the Legislature

Same as Non-Hazardous

Health Insurance

Rule of 87 or age 60 with 15 years
service — benefit of $10 per month per
year of service adjusted by 1.5% after
2008

Any employee returning to work would
be required to take the coverage
provided by the new employer and not
have coverage by the retirement system
during that employment.

With 15 years of service — benefit of $15 per
month per year of service ($10 per month year
of service for surviving spouses) adjusted by
1.5% after 2008

Unused Sick Leave

Up to 12 months, may be credited
toward service credit but &t 1@ qualify
for a benefit. All cost, for this
additional service credit, shall be paid

Up to 12 months, may be credited toward
service credit but not to qualify for a benefit.
All cost, for this additional service credit, shall
be paid to the pension trust by the last
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to the pension trust by the last
employer, effective July 1, 2010.

employer, effective July 1, 2010.
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CHANGES TO CURRENT SYSTEMS

KERS & CERS Non-Hazardous

KERS Hazardous, CERS
Hazardous & State Police

Unused Sick Leave

All cost, for this additional service credit, shall be paid to
the pension trust by the last employer, effective July 1,
2010.

Same as Non-Hazardous

Purchased Service Credit

Actual cost to include COLAs and be based on the
earliest eligible retirement date

Same as Non-Hazardous

COLA Effective July 1, 2009, 1.5% annually for all current and Same as Non-Hazardous
future retirees

Employee Contribution No Change No Change

Rate

Employer Contribution See Chart below See Chart below

Rate

Retired Reemployed

Any member who begins to draw a benefit from KERS
Non Hazardous, CERS Non Hazardous or the State
Police Retirement System, September 1, 2008 or
thereafter, will be required to observe a 3

month break in employment. Provided the break is
observed, the retiree may continue to receive the
retirement benefit but shall not be eligible to start a new
retirement account even though the employing agency
will be required to make the required employer
contribution.

Any member who begins to draw a
benefit from KERS Hazardous, CERS
Hazardous or the State Police
Retirement System, September 1,
2008 or thereafter, and returns to work
under KERS Hazardous, CERS
Hazardous or the State Police
Retirement System will be required to
observe a | month break in
employment. Provided the

break is observed, the retiree may
continue to receive the retirement
benefit but shall not be eligible to start
a new retirement account even though
the employing agency will be required
to make the required employer
contribution.
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Employer Contribution Rate Chart*
FY Ending KERS Non-Hazardous KERS Hazardous SPRS
6/30/2011 44% 76% 60%
6/30/2012 48 79 65
6/30/2013 53 83 70
6/30/2014 57 86 75
6/30/2015 61 89 80
6/30/2016 65 92 85
6/30/2017 69 95 90
6/30/2018 73 98 95
6/30/2019 77 100 98
6/30/2020 81 100
6/30/2021 85
6/30/2022 89
6/30/2023 ” 93
6/30/2024 97
6/30/2025 100

* CERS employer contribution rates set at 13.50% and 29.50% for non-hazardous and hazardous respectively for
FY 2008-2009.
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Angust 26,2008 Cavanaugh Macdonald
Mr. William A. Thielen CONSULTING, LLC
Chief Operations Officer Tie exparience and dedicorion vou deserve
Kentucky Retirement Systems )
Perimeter Park West
1260 Louisville Road
Frankfort, KY 40601

Subject: Ten Year UAL Projection

Dear Bill:

This letter will serve to document the results of the requested ten year projection of unfunded accrued liability for
each of the KRS funds.

The projections were performed using the June 30, 2007 valuation results as a base, and projecting active and retired
memberships for each of the funds over the ten year period assuming the active population remained constant in
number. We then performed valuations of the populations annually to develop the contribution rates. The rates in
future years assumed all actuarial assumptions were met each year and that fundmg was as required under HB |,
including using the 7.75% interest rate for KERS non-hazardous and SPRS insurance benefits. In addition, the
CERS insurance rates reflect the five year phase-in adopted by the Board of Trustees that runs through the fiscal
year ending June 30, 2012. Finally, the results reflect the 1.5% COLA and, as noted, the ARC phase-in stipulated in
HB 1. As previously discussed, the results do not reflect the change in benefit structure for those hired on and after
September |, 2008. That change would have only a minor impact on the results shown.

The tables below show the unfunded accrued liabilities for cach of the funds over the ten year period.

KERS Unfunded Accrued Liability

' Hazardaus Memhers

sion. 5 inéﬁrﬁnéé " Pension’  Insurance :
2007 $4~,089,l56,81 8  $2,449,956,249 "~ $91,704,520 ' 5253,306,225
2008 4,315,577,121 2,662,497,812 82,881,666 262,058.244
2009 4,598,261,378 2,874,449,792 76,939,268 273,382,824
2010 4,895,298,124 3,084,846,586 71,443,362 285,163,399
2011 5,210,456.502 3,293,832,038 72,281,976 285,599,042
2012 5,608,125,207 3,505,951.974 82,931,826 310,772,006
2013 6,005,142,983 3,710,282,011 " 94,061,649 324,474,730
2014 6,399,348,154 3,9006,823.041 105,326,180 336,638,646
2015 6,785,707,807 4,092,348,524 116,598,179 346,979,019
2016 7,159.203,790 4,265,065,513 127,881,011 355,847,138
2017 7,514,789,303 4,422.227,291 138,947,851 363,120,089
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CERS Unfunded Accrued Liability

$1.191,621,646
1,133,593.208
1.176,286,859
1,050,368.585
928,610,735
884,527,671
844,657,657
803,937,422
762,568,411
720,167,955
676,526,895

$2.373.680.170
2.460,129,322
2.590.551,709
2.,696,219,712
2.777.033.291
2,847,507,128
2.899.026,652
2,946,574,616
2,988.725.929
3,026,362,023
3,059,019,044

$569,447,255
555,887,417
564,048,789
564,565,388
571,115,283
605,141,705
642,191,842
680,698,499
719,952,426
760,261,680
801,533,755

$1,133,533,462
1,179.804,353
1,241,977,139
1.291,221,964
1,327,255,927
1,355,778,763
1,379,727,965
1.402,248,555
1,422,721,463
1,441,454,915
1,458,269,172

SPRS Unfunded Accrued Liability

ension

$199,148,778

207,498,468
218,718,806
230,603,309
244221472
262,467,067
280,470,063
297,863,283
314,451,858
329,848,515
343,606,783

$126,149,744
130,168,857
135,661,264
140,971,281
146,958,852
155,566,456
163,941,526
171,393,403
178,184,626
183,942,288
188,487,657

C-2
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Please let us know if there are any further details we may provide.
Sincerely,

-
Z/‘ /// /2 ’\ L~
Thomas J. Cagaphugh FSA, HAMAM

Chief[}xecume Officer

Copy to:  R. Burnside

§ Kenwcky Retirement Systemsi2008-Muisceilaneous Corresponduncé KRS Ten Year Projection with HB 1 Funding doc
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Presentation from KRS and Cavanaugh Macdonald
at August 7, 2008 Subcommittee Meeting




mso.@ wcvzo >> .
wc%m m \QoEQoM




] ,ﬁo ﬁooﬁ aomo.ﬁ m.ﬁwo% 2 oH_
Qs 3o ﬁomom e BS ‘Aqrenpesd o) suerd SYJS
. pue mso?mNmI SYAY ‘snoprezequoN ,
, - SYAY] 01 uonnqryuoo rkoydus
31} BuISLAIOUI JO  UOHUANUL, O]} SeT]

- A[quIassy E.B:o@ a1 ‘(wnruuaiq 393pnqg
1X9U 3} JO tﬁm Y1) 010Z-1-L SutuuI3og m

NV'1d DNIANNA | 9H




w:%a& :E: oﬁw noEB moﬁﬁ voaovm Emom mMM **

P g mMmm ?E msoEmNnﬁoZ mMmM a& mEoﬁsmgS
U0 W JO. %%Eaamﬁ\m w Ew%z i3 mams 4q @\@ m@é RS maasoo *

%¥1°09 - %t6’l6 Sdds

Snopaezey

%8LYE %8Lbe SUDI

SNOpJABZEYUO
%09°8¢ %C6'9¢ P TPON

NIANAA INJIHN0D




%80°¢¢ %It 19 Sdds

%69 vC %61 CE snop.ezey SYA

%1911 %061°6C snop.ezequoN SYAM




gt - 5 Eooag 25-% 8
| _,_;,.wmom Tﬁ:h_r_,_ @%D Eou 1o :o>om..b:o>om ,_
e \Lom it &E. A.Xumb Eoo EQ oo.mﬁ..b:o\/om
I 4 Tm:: . 1. Aﬁmwv Eoo.ﬂoa o:E..\@x“m ’

,mﬁom ~ bsh @om@v Eoo od 9& bﬁm

| Eom, 1 Anp - ?\18 Eo&og o:o-bxmm

S ¢ €10T _bEsa = Qxﬁmv Eoo.aacgom-%ﬁis.
o TITIAIng | - (%Egs) Jusosad ovu-Ayty
i 110z ‘[ Ainp Qx,wvv Emoaa Ewa..b.ﬁo K|
Som TANL - (%) Eooaﬁ::ob_-%ﬁ

- en -q-m \o' e~ oo

mscE«Nw::o N ST
NV1d ONIANNA T 9H




.x.mmv Eo&om oZ ..bm:_ Z h,_m,
m Sm ‘I \m nm QXN@ Eoo Ea oBu..boEZ @, |
icm ‘1 % E. Qx.mwv Eooﬂom o:EAQ wmm .m |

€102 EE CATIRICRIES x_m-b:mmm .

|
AR W (%¢8) 1e01d 2011)3-KIyBre -

I SN ‘I £ E QX&D JUD. rod oE:-bco\wom

010Z ‘1 A 3 Qx,ot ju9osad x_m-b:o>om

i
i
i
i

snopJaezely SV
NV1d ONIANNA I 9H




: ;_,_vawmv Eo om Em_o-bom_z_w.

I oxum@ E@&oa o>c-bu:_2,,_.

3 vaomv Eoo.sa bb:_ Z;, ;

28 5 h Axmwv 28.2 @ié;wﬁ

Eom ::; A.x.o@ Ea.aa fyBrg -
mﬁom M bzh ,Aﬁxumb Eoo.aa QAL ..b:o.\/om,.
NSN ~ &3 @oob Euoaa bcgum :

_ SN H K sm oxvmov 1U99. EQ o>m-bxmm

oﬁom m \m E CA) . Em bx_m

. suds
NVId ONIANNA I 9H




@% V6 w%  sudas
1LT98L'6P1S  ZeH SWA

= %1001 X I8Y499°96L Is N@msozmmﬁ

. TS6TTWGLS = %109 X 9604T6'8YS  SUdS
G99°S60°TSS = %SLYE X 1LT98L6YIS ZeH SYHE
Cr0'9P8°CISS = %09'8T X [87799°96L°1§ ZeYUON SHH

“uonnqruo) § oV [101Aed P33d3loId 600T

S<Eo< ‘A omﬁ
zoibmz,ﬁzou AV TI10d YAAOTINE 600T




Nmm mMmHM

X 9€8'996°9T8" ; N@mnoz S
:Ofﬁmnﬂ ﬁ@HOO—O&nM @OON

o% b1 OS% * EHTENAIE - AT N i
GPETEE0ES = x:io x.,.?ﬁan%%,,   . S¥dS
1TEBPP 0SS %6V'TE X ISE€LTSSIS ZeH SYAM
- 0TETY¢E mmm% %6167 X | 9€8°996°8Z8°1$  ZBUUON U
wopnqmuoy§ om« :o.%m Eseoiwo_omy

(TVAIOV "A DUV
NOLLNERLINOD ¥VTTOd YAAOTING 0107 -




0 o gy

- sordouLig euenpy

dnoin Surjiop\
Surpun,J Aonuay




T (uonexnsu ,.;8@3 momq&xm
. . _  pred syouag
magoﬁ JUSUISIAU]
= 885580

| m—. + Mm ~ + U

~ uopenbyg
ws%q: I 1USUWIINOY oiseq




m m H s:o H wqoq -

OUISIA 150)) [E ,:Non\ .

suol §me0< .E.BH ﬁo:m -
e g %ﬁ%@ U; .

ooﬁoﬁmmxm o

_ ,,, , p,,mﬁoﬁmﬂ\wOHnH el m

~uo spuadop g

m~+m~ I+D

uonenby ws%cs J JUQWAINY diseq

4!




9 ﬁ aow .Sr& EoSoEo.H umo mﬁ. .
aoE mo\ém aosﬁonow wermy
s e ow so\m se o>wm:; QYA ISON

| coseo:ow .Szm mo
b Emomon_ m%mm mosﬁoaow iLclaiiig]

om so\ﬁ se oBO: ;, IASVO

maaw:@n JUOUIAIAI Sunueuly
JO SPOYIAW JUIIIJJIP A[[EJUSWEPUNJ OM T,




:o.%wm
JIOqUISIN
QALY

JO %

| syjouag yse)




[[014keqg
JqUIDIN
OAIY
Jo %

syjouag yse) -

SUOHNQLIUOY) 0D-NOX-SY-ABd

i . *
g .
! I“ -




| _,_,o,%mm
JOQUISIA[

oAy
FO %

SUOIINQLIIUOD) [9A]

mEosom :mmo

suoIINQLIIUO) 0H-NO >-m<w\ﬂmm




. mzossmgcﬂ

F

+ _ R , [[01ed
SRR e , JOQUIdIA
uﬁ,Eon«EoEﬁ?E\, DO | | ANV

w .

SUOHNQLIUO)) [9AS]

F jo9
mpmocomammo o e | o

} . V *
L ]
,llI-IIIIIIIIIIIIIIIIII-IIIIIIIIII'

suonnqgLiuo) ow-so >..m<..\?.m |




85:5@5 HOmcomm SNE u%

. msosmim A [eLIEMOY
- JO 2388&5: q




© predoq [m Aouow 1) A1[1qEqold «

anm JUSUIISOAU] o
| e wS.Ho?maoo s[qesed
o o@ :§ 1o E:c&m oﬁ o Eﬁsﬁsoom pnom ‘Aepoy
1 pey oM JT ey Asuow JO junowe oy} SI dImnj oy

ul oE@Qg \mosoﬁ Jo junowe ue wo anjea Juosaxd Y.

o:—« > JUISAA]




so\m E EE,? qo:h?ﬁﬁ@ 5

R:

g mem%l

oooﬁ;

~2199p 9y Jo anjeA
| Eomo.& oy} ST JeyM | EEH 04/ B JOJ AQUOW JSIAUI

ued NOA jey} JJewWIIsd __:o A "AMOU WOIJ JedA duo djqeided
- uonMSul [eouRuLy B 01 (001§ 9MO nox T Sduwiexy

dNJBA JUISAIJ




= S m_ow oﬁ \Qm 3._.
:wsocm o\:m: y:o? E&m mm>: coﬁom uﬁ pig *TOAO I
\mocoE 96: :zo mmo:u coﬁom oﬁ E :o,ﬁw?am&o_

¢ b m:
. T o0 ;

, . oBow oﬁ mo oE? Eo%.a oE SI E: M
.ﬁx,wm 2 Bom oy 199[[00 0} 9Alfe 2q[[Im uosiad o) Jeryy
OUBYD S} JBY) JBWINSD NOA "UINRI 9%/ B I0J Asuowr |
JSoAUL UBD NOK Jey} omesmo nox ‘sIdy ou sey uosiod
Y], ‘PIO SIBAA o\\ st uosiad OYL ‘Mou wol Iesk
Juo. oE@Qg :oma ' 8 ooo [$ 9MO0 no > T J[dwex,

o:—a A JUISAIJ




S o9eP % mB%soE:mﬁozo Apoexa
9B NOA [[1 SSOUEISWINOID E:B H%zD cosm\comao_.

. owmﬁm% éwmx —— X001
000°[$

4199p 9y Jo anyea juasaid oyy s 1Ry (%86) 18I

QUO UI dAI[R 9q [[IM _cwoﬁom [oro 90uByd pue (2/) uInjax
swes Y} 109dxa N0 { P[0 s1edA (), st uosiad yoeyg “mou
WoJJ JeaA 2UO0 En_oom co_ 0} ooo [$ om0 nox ¢ J[duuexy

dNJEB A JUISIIJ




b:ﬁmﬁ 3284 12.8304 v%s&aD =
R &bmm< soﬂm:?. A - .
b:ﬁmﬁ 8803\ ~§§50<

Hmoo [ewIoN aaﬁ S b:sﬁ ponIooy
,«o os_m> E%Emw L | renemoy

sigauag dImnyg Jo
9Je(] UOHEN[RA 1B AN[BA 1UISAI]

JUQWIAINAL %omu@ S91eI Yledp pawnsse ¢

SUOIIBUIWLI?) JBIP-UOU JO SIJBI pawnsse g

SSUIUIBI JUSUISIAUL JO (S)ajel pawnsse |
e | :10] PAJUNOISI(]

sjjouag ainny Jo

 9)B(] JUSWAINSY Paloadx Je
an[e A JU9sI]

$$320.1J UoOnENE A [BLIEN)DY




.| uwomenmepn 30 are(

Se uonNqLIuo))

; Y ; i
1S0) [BULION] SIMmn |
~ Joonep juasAL

muﬁmﬂom Jo Dw:m A JUISald

NVH - $s9001J Surpun,j




 OIWIOUOO] m
[BIUSWIDIO(] W

uonduwnssy




o JUSWRINRI YR e

UMWY
-~ Amqesiq
QATIOR J[TYM 1B
C [emepup

| [BIURWRIR(




| )300
mommoﬁ:: A1efes

E@wm@ 10J 888 [eoyg
,, ~uonejug

[WOU0H




i m:_al_:m m
,Eoc e uo mmmmtoE
EmEm.E@. ho tma e

a___nm_._ 8

m_mEoom

mEmwm‘_amt_ ..U@U:E:D m>;mmmz,.,,
m 0} m_nm._mQEoo ‘Buipuny walsAs
._Emc = ale ._mm;___nmj pspunjun,,

punyun

weusaq

| v&omaxm mgmm> siy v6 anjeA S ~1S0D [eW.ION

~

S}INsSay uoljen|eA




200T "0 eun WoK TYVN 8yl JO UOKEZIIOWE JEBA Of UC peseg,

TG Al
%lGTI

%601
ge 0
000
290
(21°0)
goo
£0°0
Y%kl U

WlU L

%Ot 0
% E
%00'S
%TT8
el U
690
Yol 2

noxked jo %

SNOPIRZRH-UON ST

OLOSOF vhe,

<5T°680°0ET

998°05Y61.

% RE I lks)

ey vognquuoy) shodug g pepusunuosey ey g

u@»3 (113l
yonenie s J (WNFMA U0 pOSEH uognaqLauony v (F)

obueysd oy 1y

66T LT 9
0
o1g'8TB L L

{(vi9'990°¢c)

L0STT
G009y
LU UYL

90C°0Co01LE

2as77an’/
961.°€2E°LS
SL1°110%68

1ie'pveeiovi

Joyn b

obueyD uondwinssy )

Y100 e

Wwiniad Jusunsead] p

Ayey ot samay] -

sases o Arg o

SJUSMUBIIEP SALIY W
oy s aluey) (o)
-uoheneA 90/0c/g uo psseq uognquuod TN (1)
ySUOINQLIUOY Ajjiqer] panuaoy felrenidy papunjup

saeudXT SARRASIUIIDY
(8 (vl 3500 [ewson Jokodwg
SUORNGLIUOD JOqUUS I

rewy (p)

LS psu' v
586°CreSL
YURUeL uCt

spgE] oA ()

sugavag Anpaesg (7)

SHPSUD JURBLUBIE FDnasy (L)
4507 [rLON

10} HORNQIUOY)

(uotsua )

—judwdoraAa( OV




100 ‘CE 3unp wol Yy 8.0 LojeTIowe 1es/ ()¢ ud paseq ,,
3IBILYBBY 18Y] SPIZMO] SUGHrGUILDT S3IN1 10 18U SIB SBICRY BY]

%3¢ 0F 1 [3+a+2}
218y WOGNqQLU0Y) Jahopdug FROUSWILACIIY B30 |

WL 6 P0G Pal o UITET) PANIZYY [EUZNLIY PIPLAYUN
%3l 0 FEVBRLE .. SESUBXT SAeNSIUILY
%.E 0} CoT009 PRl [g - ] 107 [Ewiop 1efodwg

%100 0 SUOINGUIUCT J2GUUISH

%IE Ol CET01978L 11807 [EULION
llovied jo 5; 10} UOHNGLOUG?)

(9ourInsuy)
snopJezequoN SYHY — wwdo[pAd([ DYV




v&ﬁw& %ﬁ SS9 mmozﬁn:bcoo m
e mzoswﬁgﬁ Smo@..som Jo mBS IOMO] 9
. | mwSEmo Eu&ﬁo\:\: JO SoyRI J9MO] ‘
| 'S9JBI IBIP JOMO] -
@8@@ JUOUIDIIOX JOI[IED
Saseaiour Arejes I9y3iy

.Bo:om sojdwiexy] ‘pawnsse uey)
ozﬁo\w& SSI] SI YI1yM 20uaLIadxa [enjoy N
P2IOPULI APEAI[E ADTAIIS JOJ SISLAIOUI

Eoﬁa Sunueis 10 sygouaq eyt Sunuern |

SOII[IqEI] PANIIY
[CLIEN)OY papunju) Jo sasne)




1o1nbal méu E s& Eoés SRS

L ‘ssaxgoxd

mSﬁS@ mo Esmwoa e SI ogm gurpunj m
onex wﬁwn& ﬁog UBOUI A[LIBSSIIU

j0u %% DUV 91 JO %001 Suthed J
- owres oy} Jou e AUl m

BNeY: A% ‘.m> onjey surpun,




%0V
UOTTHA 0C
UOHIIAL 06
UOIITIN 0T :w

- uonmwor

e .x,o.,b_  uonnquyuo) [elo]

,_ | Ax,o.m, . ,, | enﬁ.SE<S.x.

S va
UONN 06  sjpessy

.;.....,,E.ﬁ x ~ UOIIA 001§ mo::_asi paniddy

%S'S

Co=0rTX %S 1S0°) [EWLION]

dguey)) JJAudY Jo ApnjS dse))




e e @oﬁoﬁo&@
oiﬁmom ! mﬁ Eemmom E ooﬁocomxo o\ﬁwmo INE

m.Sooo )1 Se uow@m ATuo <AOU 04"
ur :5@ 3 Swm&.ﬁoﬁﬁs So\m Gl %

moI8 8 osEEoo ::5 Um< vsm v =

19n 30 SESH




Appendix E

Presentation from KTRS at August 22, 2008
Subcommittee Meeting
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Appendix F

Presentation from Office of Financial Management
and JP Morgan Chase at September 12, 2008 Meeting
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Appendix G

Frequently Used Terms




Frequently Used Terms:

Actuary: A professional mathematician or statistician who utilizes statistics and
mathematical modeling in order to predict future expectations based on previous
occurrences.

o Actuaries utilize certain assumptions in order to project future costs

o “True” or future costs are estimated based on expenses and the
value of benefits paid overtime

o Once the “true” cost is determined, actuaries then create a funding
schedule to pay for those costs overtime.

Actuarial Assumptions: Estimates based on previous occurrences for various
demographic and economic changes that will occur overtime to impact the total
value of pension benefits owed. Examples include:

o Decremental Assumptions include: withdrawals, death while active,
disability, retirement and death after retirement.

o Economic Assumptions include: the rate of inflation, real return on
assets, salary increases and cost of living adjustments on benefits.

Actuarial Valuation Methods: Actuaries can employ a number of valuation
methods in order to provide an estimate of pension obligations, these methods
are governed by the Actuarial Standards Board and outlined in the Actuarial
Standards of Practice. The board states that, “the selection of economic and
noneconomic assumptions, the actuarial cost method, and the asset valuation
method are all key elements in the valuation of pension obligations,” (Actuarial
Standard of Practice No. 4 “Measuring Pension Obligations and Determining
Pension Plan Costs or Contributions™).

Amortization Period: The span of time which is determined to fully pay for
actuarially accrued liabilities. Generally Accepting Accounting Principles dictate
that the period is not to exceed thirty years.

Actuarially Required Contribution (ARC): The amount of money actuaries
determine must be paid by the employer on a yearly basis in order to pay for
benefits by the end of the amortization period. The ARC is a budgeting function
which employs two key rates:

o Normal cost: the cost of benefits earned by employees in that year

o An additional cost which allows the employer to reduce the
unfunded costs of previous service

G-1




Arbitrage: The simultaneous purchase and sale of assets that takes advantage
of a difference in price, risk or rate of interest.

Assets: Money already available to the retirement system to fund pension and
healthcare benefits. Assets are comprised of employee contributions, employer
contributions and investment earnings. Investment earnings constitute the
largest portion of assets for public pension funds nationally (approximately
60%).

Employer Contribution: The amount of money which the employer contributes
toward employee retirement and healthcare benefits on an annual basis, as a
percentage of payroll.

Employee Contribution: The amount of money contributed by an individual
employee toward their retirement or healthcare benefits computed on an annual
basis, as a percentage of payroll.

GASB 43 & 45: Government Accounting Standards Board statement #43
establishes uniform standards for post-employment benefits other than pensions.
Statement #45 improves the relevance of financial reporting by implementing
accrual based measurement, and requires that accrued liabilities be listed at
present value. These statements constitute accounting “best practices” are were
implemented so that decision makers and plan administrators would begin to
evaluate the “true” cost of OPEBs as they are already valued for pension
benefits.

Hard Vs. Soft Debt: Both hard and soft debts are recorded as accounting
liabilities. Soft debt (like the annual contribution rate) is amortized over a period
of years and is based on various assumptions and assumed rates of interest
which can change over time; by contrast, a hard debt is a direct debt and
accrues interest (like a loan).

Other Post Employment Benefits (OPEB): Benefits other than pension which
are offered to employees after retirement, including:

o Dental

o Vision

o Prescription Drugs

o Medical Benefits

o Life Insurance

Pay-as-you-go: A method of funding pension and OPEB benefits where the
amount contributed by employees and employers is equal to the amount
currently due and must be paid to retirees

Pension Obligation Bond (POB): A debt instrument issued by a governmental
entity to fund all or a portion of the unfunded actuarial liabilities for pension
and/or OPEBs.
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Unfunded Accrued Liability (UAL): The value of the unfunded obligation for
past service. The UAL is the measure of difference between the currently
accrued liability and the actuarial value of plan assets.

Valuation Rate: The estimated worth of assets. The actuarial valuation process
employs actuarial assumptions and is diagrammed in Figure 8.

Figure 8
Actuarial Valuation Process

resent Value
at Expected Retirement Date

Discounted for:
1. assumed rate(s) of investinent eamings

2. assumed rates of non-death terminations
3. assumed death rates before retirement

i Present Value at Valuation Date
; of Future Benefits
Allocated Using Funding Method
§ Present Value of
g Future Normal Cost é
.
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